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Functional Accounting (Second Edition) 


By C. A. Moyer and R. 
Witty & Sons, Inc., New York, 


1951. Pages: xii +523; $6.00. 


Mautz. JouHNn 
News 


This is a book whose materials are in- 
tended to serve as a one-semester course in 
intermediate accounting. The authors state 
in their preface that “No attempt has been 
made to cover the area (i.e., general financial 
accounting ) exhaustively. Rather, the inten- 
tion has been to include the material neces- 
sary to give students a real knowledge of the 
usefulness and limitations of accounting with 
explanations of detailed procedures and alter- 
native practices given only to the extent re- 
quired for an understanding of important 
accounting problems.” 

The book begins with two chapters on the 
basic functions and theories of accounting. 
Three chapters follow (Section II) on 
“Income Transactions”, i.e., accounting for 
sales: cash, on account, C.O.D., will-call, 
sales-in-advance-of-delivery, consignments, 
installment, branch, and intercompany. This 
includes accounting for receivables, bad debt 
provisions, and write-offs. 

In the discussion of installment sales, this 
reviewer noted that there was no discussion 
of the classification of “deferred gross profit 
yn sales” on the balance sheet. 

The next four chapters (Section III) deal 
with the “Acquisition of Assets and Services” 
as follows: 


(1) Inventories. These are discussed be 
cause “from the standpoint of management 
inventories constitute an extremely important 
asset” (page 128). The discussion centers 
on inventory records, the taking of inventory, 
and inventory valuation under well-known 
pricing methods. 

As to the handling of purchases discounts, 
the authors take no strong position but state 
them to be financial income or a reduction 
of purchases (pages 125-7 and page 361). 

(2) Tangible fixed assets and depreciation 
methods. The authors replace the title “Re- 
serve for Depreciation” with one of their own 
called “Accrued Depreciation” 

(3) Fixed Assets—Other Accounting Prob- 
lems. Chapter 9 includes a discussion on 
repairs, intangibles, and a single page (page 
195) on depletion. There is a suggestion on 
page 213 that “it would seem reasonable to 
amortize goodwill.” This reviewer would 
have been pleased to have seen the authors 
write more strongly on this point. 

The next five chapters (Chapters 10-14) 
(Section IV) cover “Financial Transac- 
tions”. Chapters 10-12 cover 

Accounting for 
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cash and petty cash, in- 


clusive of bank reconciliations and cash 
torecasts. 

Accounting for capital stock 
treasury stock) and surplus. 


(including 


This reviewer, however, was not pleased to 
see accounts for Unissued Stock and Author- 
ized Stock (pages 257, 259) nor was the 
discussion relating to the nature of the ac- 
counts for Capital Stock Subscribed, Sub- 
scriptions Receivable, and Discount on Capi- 
tal Stock, (page 259), considered adequate. 

As to the “clean surplus account” the 
authors present arguments on both sides, in- 
cluding Accounting Research Bulletin, No. 
32, of the A.I.A. The position of the 
American Accounting Association is not men- 
tioned. Otherwise the chapter on surplus is 
adequate and conventional. 

Chapters 13 and 14 on “Liabilities” and 
“Investments and Funds” are conventional 
although it would seem that Chapter 14 
might better have been moved to Section III 
of the book which is the section on “Acquisi- 
tion of Assets and Services. 

The book concludes with Chapters 15-18 
(Section V) on “Preparation and Analysis 
of Financial Statements” which materials, on 
the whole, appear to represent a satisfactory 
general discussion of the income statement 
and the balance sheet. Pages 368-373 discuss 
differences between income for tax and gen- 
eral accounting purposes. 

Chapter 17 on the “Interpretation of 
Financial Data” is good; and it is followed 
by the final chapter of the book on the state- 
ment of funds but here called “Statement of 
Resources Provided and Applied”. 

Functional Accounting may be considered 
an adequate general book for the one-semester 
student which Professors Moyer and Mautz 
have in mind. However, this reviewer would 
not consider it as adequate text material for 
students who are preparing for the profession 
of accounting. Nevertheless, this reviewer 
agrees with the general philosophy expressed 
by the authors in the preface where they say 
that “there is more to accounting, however, 
than the analysis of difficult problems. The 
procedures whereby data are collected, con- 
densed, and made available, the features of 
organization through which enterprise assets 
are protected and used most advantageonsly, 
the cooperation of the accounting department 
with the other departments of an enterprise, 
the usefulness of accounting data—these too 
are accounting and should be developed.” 
Good teachers generally would agree with 
the importance of giving adequate stress to 
the control functions of accounting. 

ARNOLD W. JOHNSON 
Syracuse University 
Syracuse, New York 
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Fundamentals of Accounting, 
Third Edition 


By Harry H. Wade. Joun WILEy & Sons, 
Inc.. New York, N. Y., 1951. Pages: vii 
367 - $4,795: 

This is a text designed primarily for a 
one-semester survey course. The first nine 
chapters provide basic accounting material 
and are intended for all students; the remain- 
ing seven chapters may be chosen at the dis- 
cretion of the user to meet his own needs. 

The text touches on every topic that is 
usually included in a first-year course, but a 
student without previous familiarity with 
bookkeeping may experience difficulty in ac- 
quiring a working knowledge thereof. The 
text is intended as a foundation for special- 
ization in second semester courses, particu- 
larly for later work in cost accounting by 
engineers and in retail accounting by phar- 
macy students. 

It is to the author’s credit that he refers 
to many modern concepts suggested in recent 
releases of the American Institute of Ac- 
countants. However, actual business practice 
is occasionally ignored; for instance, the 
names of the payees do not always appear in 
cash disbursements journals and the names 
of persons from whom money has been re- 
ceived do not always appear in cash receipts 
journals. Trial balances and work sheets 
show dollar signs in money columns, where- 
as in practice such signs are not generally 
used, 

Several illustrations of single proprietor- 
ship and partnership balance sheets show 
only the last names of the owners in the 
capital sections thereof. One profit and loss 
statement omits the caption “for the year 
ended” and indicates only the last day of the 
veer, 

No doubt the text went to press before 
September, 1950, when new withholding tax 
rates applicable to the period beginning with 
October 1, 1950, went into effect. The author 
refers to 1950” rates as applicable to the 
entire year. 

There are sixty pages of problems which 
are based upon the text material and are 
quite adequate. 

The book is printed on good paper and the 
type face used is very easy on the eyes. 

The following comprise the table of con- 
tents : 

I Three Fundamental Equations 
II The Balance Sheet 
III The Profit and Loss Statement 
IV The Statement of Capital 
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Let us cooperate with you in provid- 
ing your client with the cash necessary 
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V Recording Transactions; the Trial 
Balance 
VI Special Journals 
VIL Adjusting Entries and the Adjust- 
ing Trial Balance 
VIII The Work Sheet, Preparation of 
Statements, and Closing Process 
IX The Voucher System 
X Cash, Receivables, and Inventory 
XI Fixed Assets 
XII Liabilities 
XIII Partnerships 
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XIV Corporate Accounts and Records 
XV Manufacturer’s Statements and Ac- 
counts 
XVI Basic Cost Accounting Procedures 
Appendix A — Illustrations of Corporate 
Financial Statements as Published in 
Annual Reports to Stockholders 
Appendix B— Alternate Adjustments and 
Readjustments for Prepaid Expense and 
Prepaid Income 
Problems 
The text should satisfy the purpose for 
which it was written, namely, to serve as a 
one-semester survey course. 
STANLEY B. TUNICK 
School of Business and 


Civic \dministration 
The ¢ ‘ity College of New York 


Fundamentals of Governmental 
Accounting, Second Edition 
By Lloyd Morey and Robert P. Hackett. 
Joun Wrtey & Sons, Inc., New York, 
N. Y., 1951. Pages: xiii + 518; $5.50. 


This book is a revision of the first edition 
which was published in 1942. Its contents 
are based upon the principles of governmental 
accounting which have been developed in past 
years by the National Committee on Govern- 
ment (formerly Municipal) Accounting and 
which have been widely adopted. In the pre- 
face, the authors state that it is their purpose 
to present these principles and a broad out- 
line of their application, together with the 
essentials necessary for a fundamental pic- 
ture of the problems involved. It is intended 
for the use of students in accountancy and 
public administration and for the reference 
of teachers, practitioners and officials. The 
arrangement of this edition is identical with 
that of the first edition. It contains 20 addi- 
tional pages of text and the problems pre- 
sented include 24 taken from the American 
Institute of Accountants’ examinations which 
were not carried in the first edition. 

Chapter I contains a thorough discussion 
of the variations between the nature and rela- 
tionships of public (government) corpora- 
tions and private business, which give rise to 
the necessity for certain fundamental differ- 
ences in the accounting principles and meth- 
ods employed by each. 

Chapter II covers an adequate outline of 
the basic accounting principles and standard 
procedures upon which the discussion in the 
remaining chapters is based. In the opinion 
of this reviewer, certain of these principles 
are in need of revision so that the results 

(Continued on page 455) 
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produced by the accounts may be more real- 
istic. The taking of revenues into income 
before they are actually collected produces 
a surplus, at the close of the fiscal period, 
which is not truly a cash surplus available 
for expenditure. This chapter advocates the 
use of the accrual basis of account-keeping 
to the extent applicable, modified to take 
account of the objectives of a governmental 
body. In describing the principle governing 
the recording of income, it states that “Rev- 
enues should be entered when they are earned 
and become receivable, even though not re- 
ceived in cash.” The weakness of this prin- 
ciple is made apparent by the qualification 
that “Ample allowance should be made, how- 
ever, for abnormal delay in collection and 
for estimated losses through inability to col- 
lect. Only those amounts should be consid- 
ered revenue that are reasonably certain of 
realization within the fiscal period under con- 
sideration or soon thereafter.” Obviously, an 
accountant in charge of accounts which em- 
ploy this principle must be blessed with un- 
usual prophetic powers in order to determine 
which debtors are going to pay their taxes or 
accounts and just when such collections will 
be made. The only apparent justifice ation ad- 
vanced ior the use of this principle lies in the 
fact that it purports to relate revenue to the 
fiscal periods in which it is earned. Since the 
determi nation of income under this principle 
is to some extent a matter of guesswork, and 
in any event certain items such as sales taxes 
must be treated on a cash basis, its soundness 
is open to question. It is the opinion of this 
reviewer that, in general, revenues should not 
be counted as income until they have actually 
been collected and are available for expendi- 
ture. This is not to be construed as saying 
that receivables should not be set up and 
controlled in the accounts, but rather that the 
income should be deferred until collections 
are made. 

In governmental accounting, accounts are 
kepi by funds, each fund being a distinct 
financial and accounting entity. Chapter III 
contains an excellent discussion of the pur- 
pose, meaning and classes of funds. This 
must be fully digested« before the layman or 
student can develop a proper understanding 
of the basis on which accounts for govern- 
mental agencies are kept. 

The “budget system” of finance and ac- 
counts has been developed through the years, 
whereby definite limitations are set on the 
amounts of revenues to be raised and on the 
sums which may be expended for the respec- 
tive governmental pur poses. The method by 
which budget operations are controlled 
through the accounting system and the steps 
necessary in formulating the budget are dealt 
with in Chapter IV. 

There are seven different types of funds 
commonly used by governmental agencies, 
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The Auditor Meets the Thief 


What to do when fraud is discovered 


By Boris KosteLranetz, C.P.A. 


Nature and Scope of the Problem 
The problem under discussion con- 
cerns the situation which confronts 
you after you have discovered that 
someone is stealing. What do you do 
about’ it? Do you handle it yourself? 





Boris KostELANETZ, C.P.A., has 
been a member of the Society since 
1936. He was graduated from New 
York University, receiving the de- 
gree of B.C.S. in 1933, and from St. 
John’s University School of Law 
with the degree of LL.B. (magna 
cum laude) in 1936. He is an Ad- 
junct Professor of Taxation at New 
York University Graduate School of 
Business Administration. 

Mr. Kostelanetz, a member of the 
New York Bar, was formerly Spe- 
cial Assistant to the Attorney Gen- 
eral of the United States in charge 
of the War Fraud Section, and the 
Chairman of an Interdepartmental 
Committee on Tax Evasion and 
Black Markets. Previously he was 
an Assistant United States Attorney 
for the Southern District of New 
York. While in the Government he 
prosecuted a number of celebrated 
tax cases. He is presently engaged 
in the general practice of law as a 
member of a prominent law firm. 

This paper was presented at the 
New York Chapter of the Institute 
of Internal Auditors on April 24, 
1951. 














Do you go to the police? The D. A.? 
Your lawyer? Your accountant? Do 
you go to the man who takes care of 
your high blood pressure? Or what do 
you do? Do you face the thief immedi- 
ately ? Or do you let him continue steal- 
ing while you try to work up an airtight 
case so that he may be caught in the 
act? All these things are real live prob- 
lems which may come to a head at one 
time and at a moment when you will 
not have much time to think the prob- 
lem through. 

The answers to some of these ques- 
tions are not offered as a primer of 
inflexible rules. Rather, what I pass on 
to you represents a combination of 
suggestions, some made on my own 
account and some made by others who 
have given thought to the subject. I 
will not cover the question of how defal- 
cations may be kept down. It has been 
fourteen years since I have practiced 
accounting and, therefore, I do not 
think that I should be the one to discuss 
principles of internal check. That sub- 
ject is more familiar to you than to me. 
Nor will I discuss methods of discover- 
ing defalcations ; books have been writ- 
ten on that. It should be observed, 
however, that despite independent aud- 
its, internal checks and other protective 
measures, which do a splendid preven- 
tive job, many defalcations are discov- 
ered by accident. 

The problem of what to do when the 
auditor meets the thief is of more than 
academic interest. I realized that when 
I received your replies to some 300 
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questionnaires which I had sent out. In 
all I have 53 replies. Only a few of the 
53 are negative in the sense that, in 
the past ten years at least, the respec- 
tive companies have not had the oppor- 
tunity, or perhaps I should say the 
misfortune, of facing this problem. 
Other replies were spectacularly re- 
vealing. For instance, in answer to the 
question, “Has your firm discovered 
any defalcations during the past ten 
years?” one reply stated that they dis- 
covered defalcations at the rate of one 
or two per month. Offhand, I would say 
that the internal auditor of that firm 
should certainly write a book on dis- 
covery methods. 

In all but one instance, 
which insurance protection was avail- 
able were so covered—at least in part. 
In answer to the question, “\What was 
the amount involved in the largest de- 
faleation?”’, the replies indicated that 
the largest single defalcation on the 
part of the employees of the companies 
with which you are associated was in 
the sum of $884,000; the others indi- 
cated losses of $130,000, $100,000 
twice, $80,000, $60,000, and smaller 
amounts. I took an informal total and 
found to my amazement that the aggre- 
gate of the largest amounts taken from 
your companies, not the total of all 
losses, was $2,012,600, and 25,000 
Colombian pesos ! 

The thieves did not show as much 
imagination in the method of stealing 
as would seem to be indicated in the 
variety of the amounts taken. Almost 
all of them seem to prefer cash pilfer- 
age. Next in order of popularity were 
inventory manipulation or theft and 
manipulation of receivables and pay- 
ables. Kiting checks, forgery, salary 
padding and kick-backs come next in 
order of preference. Oddly enough, 
commercial bribery, which I listed in 
the questionnaire as a separate form 
of defalcation, was reported by only 
one response. I was somewhat sur- 
prised at this result in view of what one 
so frequently hears bruited about 
among the commercial fraternity. Per- 
haps the answer is that discovery of 
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such defalcation isn’t too easy. Other 
forms of theft voluntarily added to the 
list by members who replied, included 
turning in for cash air transportation 
tickets purchased on a credit card, 
scrap proceeds pocketed, and padding 
of travel expense accounts. This last 


form, colloquially “the swindle sheet’ 
is only infrequently considered a 
crime. 


First, See Your Lawyer 

So much for the evidence. We come 
now to what can be done when this 
form of catastrophe hits your own or- 
ganization. The most important thing 
to remember is that a whole host of 
what lawyers like to describe as “legal 
relationships” are created, legal rela- 
tionships involving rights and duties 
which are probably foreign to you in 
the regular course of your business. 
For this reason I urge that the first 
person to whom notification of your 
problem should be given is your law- 
yer. He should be in position to advise 
you of the step-by-step procedures in 
which you will be involved. 


Get Competent, Professional 
Assistance 
I have noticed, again from your an- 
swers to the questionnaires, that con- 


fessions are frequently obtained by 
your branch managers, sales super- 


visors and other company officials 

the field. This would indicate that this 
group of executives is usually in at the 
inception of the investigation and, being 
in the field, they do not have the time 
or the opportunity to call in more ex- 
pert help. It is my view that if there 
is time in which to turn around, these 
people should not try to handle the 
problem themselves—it is a sound 
axiom that one should not play at cops 
and robbers when he is at best a semi- 
pro. If time permits, it is better to get 
competent professional help, such as is 
furnished by the surety company and 
the district attorney. Unless the theft 
is minor in character and its detection 
simple, there is usually not much rea- 
son to bring in the police in the first 
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instance. Under ordinary circumstances 
the police just don’t have the equip- 
ment to handle a complicated financial 
defalcation. District attorneys, on the 
other hand, do have the equipment or 
it is available to them. In New York 
County, the District Attorney has an 
excellent staff of accountants who spe- 
cialize in these investigations. Other 
district attorneys ordinarily have funds 
to employ accountants in furthering an 
existing investigation. While we are 
on this subject, may I say that, as a 
rule, where the thief is in the process 
of stealing, it is better not to interrupt 
him until such time as professional help 
can take over and catch him in the act. 

It may be’ your luck that an occa- 
sion arises when there simply isn’t 
enough time in which to get profes- 
sional help. If that happens, the next 
best thing you can do is proceed as best 
you can along the path the professional 
would normally follow. 


Investigatory and Related 

Procedures 

Generally, the first thing to establish 
in the case of shortages of cash or in- 
ventory is that the suspect or accused 
had exclusive opportunity to steal. This 
is the critical criterion, because if more 
than one person has access to a cash 
box, your attempts to establish the ex- 
clusive opportunity theory will go out 
of the window. Establishing exclusive 
opportunity may, in the case of a sus- 
pect, call for surveillance ; in the case of 
one already accused, it may demand a 
thorough examination of every possible 
witness who can shed light as_ to 
whether the accused is the only one 
who has had such opportunity. 

There are other elemental principles : 
For instance, professional help would 
attempt at once to exclude the suspect- 
ed thief from the immediate premises 
so that his desk may be searched. Ex- 
perience has shown that the desk will 
frequently ._produce incriminating and 
informative memoranda, cancelled 
checks and even sometimes purloined 
records of the company. 

It is necessary to learn as quickly as 


BOS! 


possible the exact scheme used by the 
thief. Where accounting manipulations 
are involved, it is almost inevitable that 
the schemes are complicated, and learn- 
ing the scheme through a clear explana- 
tion of it by the accused will sometimes 
save you months of work. 

While from the standpoint of a 
prosecutor one specific larceny will 
support a complaint, from the stand- 
point of making your company whole 
it is important to determine the amount 
stolen and the time when the loss oc- 
curred. Fixing the time of losses is 
especially vital because your bond will 
usually cover you only for actual losses 
during the period of the bond, and not 
for latent losses undiscovered at the 
time your bond is written. 

You should determine if the thief 
has had confederates. The fact that 
there are confederates may help you 
substantially in relation to the problem 
of restitution, and in that connection 
it is very important to discover if the 
thief or his confederates have in their 
present possession the proceeds of the 
theft or the loot itself. 

Immediately upon discovery of the 
defalcation, you should make every 
effort to preserve the evidence by mark- 
ing, dating and initialing it, and, when 
necessary, stapling the evidence to ex- 
hibit cards. There are two very good 
reasons for doing this. First, it simpli- 
fies the task of preparing reports which 
will inevitably have to be made. Second. 
it preserves the integrity of exhibits in 
the event that there is an actual prose- 
cution or other litigation. When this 
evidence has been assembled, you 
should make arrangements to have one 
responsible person take exclusive pos- 
session of it until it is actually re- 
quested for use in court. 

You should, whenever possible, “cut 
off” the books at the date of the revela- 
tion of the defalcation and start a fresh 
set of records—again in an effort to 
preserve the evidence. While we are 
on that subject, may I suggest that 
professional accounting sleuths, when 
they are examining books and records, 
know enough not to make audit or 
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tick marks. As we all know, the temp- 
tation of ordinary accountants to make 
tick marks is practically irresistible. 


Confessions and Other Statements 
by the Accused 

It is of great value, from the view- 
point of every possibility which may 
arise as the result of a defalcation, that 
a confession be obtained from the ac- 
cused. It is important to remember 
that a confession induced by promises 
may turn out to be no confession at 
all. Therefore, make no promises to 
the one confessing and incorporate in 
the confession a statement that there 
were no promises made in exchange for 
the confession. The confession should 
be full and complete. It should state 
facts rather than conclusions. The ac- 
cused should identify specific false en- 
tries. He should identify his handwrit- 
ing on exhibits keyed up to the confes- 
sion. He should state the names of his 
accomplices, if there are any. If it 
is at all possible, the confession 
should be taken in the presence of a 
disinterested person. Unless the ac- 
cused writes out the confession in 
his own handwriting, it is important 
that the person confessing have a 
genuine opportunity to read over 
his statement. He should not only 
sign the confession and initial each 
page, but it is even wise to misspell 
some words or misstate some minor 
facts intentionally in the typewrit- 
ten statement so that corrections 
must be made in the accused’s own 
handwriting. Such corrections dem- 
onstrate beyond peradventure that 
the accused has read the statement 
and that the statement is his. 

If you are unable to obtain a written 
confession but an oral confession is 
given, it is important that the auditors 
of that confession make a detailed, com- 
plete and contemporaneous memoran- 
dum of what they heard, and that they 
should keep the original notes from 
which they dictated the memorandum. 
Even in the case of a written confession, 
it is well to have the persons who were 
present when it was made dictate a 


160 


The New York Certified Public Accountant 








collateral memorandum concerning the 
circumstances of its making. 

It is important that the preliminary 
investigation, including the so-called 
confession period, continue until termi- 
nated. In other words, you have to 
stay with the investigation at this first 
stage to the very end. You can’t quit 
for the afternoon and expect to resume 
at the same place on the following day. 

In your dealings with the accused, it 
is important to remember that while he 
is still your employee you have the 
complete right to ask him questions 
concerning his work. Therefore, be 
sure not to discharge him until ali your 
questions have been answered. If the 
accused employee does not readily re- 
spond to your request for a confession, 
I suggest you urge him to give his ver- 
sion of the facts, whether or not these 
facts be a confession, and that you have 
him sign such statement with the same 
formalities used for a confession. I 
make this suggestion especially for the 
benefit of smaller concerns, and the 
reason for it is this. Frequently, by 
way of an afterthought, the defense of 
the employee, takes the form of a 
counterfeited attack upon his employer. 
For example, the employee may claim 
that he was not actually stealing the 
money but was merely taking it as 
part of his employer’s plot to evade in- 
come taxes; or, the employee may 
claim that the diverted sums were used 
to bribe politicians, police, labor offi- 
cials, or others; or sometimes an ac- 
cused calmly asserts that his immediate 
boss was committing the larceny and 
the employee was just a helpless con- 
duit. In other words, whatever state- 
ment the employee makes at the time 
of discovery, before he has had an op- 
portunity to think about the situation, 
will serve to block out contrived elab- 
orate defenses. 


Civil Aspects of False Accusations 
When it comes to making a company 
report of a defalcation, it is essential to 
instruct each officer or employee, who 
is to contribute a statement, of the 
necessity of making an accurate objec- 
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tive narration of the facts, a statement 
which consciously eschews libelous 
matter, avoids name calling, such as 
“crook” or “thief”, and which does 
not express opinions and speculations 
of the writer. Ordinarily, facts speak 
much louder than opinions. Similarly, 
in making inquiries about your em- 
ployee before you have all the facts, it 
is well to take care that you do not 
defame the employee, because that in 
itself may open you to an expensive 
law suit. 

[ have urged you previously to bring 
the district attorney into the case. I 
urge that for several reasons. If there 
is a case, he will protect you against 
charges of false arrest. Generally, if 
the accused is not a fugitive, the dis- 
trict attorney makes his investigation 
and presents his findings to the grand 
jury. If the grand jury indicts, there 
is no possibility of your being sued for 
false arrest. If the thief is a fugitive or 
is about to become a fugitive, the dis- 
trict attorney may ask the police to 
effect an arrest or he may ask you to 
sign a complaint so that a warrant 
may immediately issue for the ac- 
cused. Even in that case, however, the 
district attorney will not go ahead until 
he is satisfied that there is at least a 
prima facie case and that determina- 
tion is itself some protection for you. 

1 would like to emphasize with re- 
spect to your relations with the default- 
ing employee, subject to what I have 
already said concerning your protective 
relations with the district attorney, that 
you should proceed with extreme cau- 
tion before you finally charge an em- 
ployee with a crime. If the charge is 
wrong, you may find it a terribly ex- 
pensive mistake. If the employee is 
discharged by the magistrate and there 
has been no indictment, frequently, for 
all practical purposes, the only prob- 
lem remaining is “How. much?”. 
Especially is this so in the case of a 
large corporation. Juries are fairly 
generous in such cases. In addition 
many plants have union contracts 
which provide for arbitration of em- 
ployer-employee relationships and the 
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results of that kind of arbitration are 
also apt to be expensive. For instance, 
one of your replies refers to a ““compro- 
mise” in such a case which provided a 
life-time pension for the union member 
wrongfully accused. 


Restitution Problems 

Somewhere in the proceedings which 
occur after a defalcation is discovered, 
you will probably be faced with the 
problem of obtaining restitution, either 
from the accused or from his relatives 
and friends. It is, of course, economi- 
cally desirable for you to mitigate your 
loss whenever possible to salvage some- 
thing from the debacle. The law favors 
restitution, but one caveat must be ob- 
served in securing it. You must not 
take money or other property on a con- 
dition, a promise or an agreement, ex- 
pressed or implied, not to inform the 
authorities. Such action would consti- 
tute the offense known as “compound- 
ing a felony”, which is a serious crime 
in itself. Ordinarily, except for bank- 
ing institutions, who are required to 
inform the authorities of defalcations, 
no one owes an obligation to be an in- 
former, but your acceptance of restitu- 
tion should not be conditioned on an 
agreement not to inform. If the district 
attorney is sufficiently industrious, in 
cases where there has been such an 
agreement, he has the right to prose- 
cute the thief for larceny and to prose- 
cute the employer for compounding a 
felony, and even blackmail. Thus, even 
though these provisions of the penal 
code have been very infreqently en- 
forced, an employer will sleep better if 
he doesn’t expose himself to the possi- 
bility of becoming a felon, or, for that 
matter, to the possibility of being black- 
mailed by the crooks with whom these 
illicit deals may be made. 

In addition to the danger of com- 
pounding a felony, may I also point 
out, on the civil side, that a settlement 
made with the thief, which is condi- 
tioned on non-prosecution, will be unen- 
forceable with respect to any supposed 
obligation imposed upon the thief. Sup- 
pose, for example, that the settlement 
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calls for the thief to pay a note, or 
transfer some property in the future. 
The courts in our state will not make 
the thief carry out such promises, hold- 
ing that they are founded upon agree- 
ments which are illegal and against 
public policy. 

Restitution for the employer or sal- 
vage for the surety company is always 
desirable, but where the case has been 
referred to the district attorney, ac- 
complish it with the district attorney’s 
knowledge. Similarly, I urge you not 
to start a civil suit against the employee 
without the knowledge of the district 
attorney. It may seriously affect his 
prosecution and open the district at- 
torney to a charge that his office is 
being used as a collection agency. 

As a general rule, it is probably ac- 
curate to say that surety companies get 
a far more substantial measure of resti- 
tution where a prosecution is pending. 
local district attorneys have confirmed 
to me their opinion that the thief and 
his relatives and friends are spurred to 
much greater efforts to make restitu- 
tion after a case is in the district at- 
torney’s office, particularly on the eve 
of sentence. 


Relations with the 
Surety Company 


We come now to the final phase of 
my subject: you and the surety com- 
pany when a defalcation is discovered. 
One of the general questions I asked 
was concerned with whether or not de- 
falcations were reported. On this ques- 
tion, some replies indicated that a 
rather “fuzzy” policy exists in some 
companies. Specifically, I asked this 
question, “If you did not report defal- 
cations, why not?”, and some of the 
answers were “too minor,” “too small,” 
“old employees,” “small defalcation, 
employee transferred to other work 
where no temptation involved,” etc. 
Also, while we are on this subject, to 
the question, “Do you employ any men 
who have committed defalcations ?” 
one company answered, “Yes, if they 
have ability and it is in connection with 
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their expense account, our experience 
has proved this has paid dividends.” 
I would recommend to some of these 
companies that they review their poli- 
cies with their counsel in relation to 
their insurance coverage. Counsel will 
probably then point to a clause stand- 
ard in applications for fidelity policies, 
reading as follows: 

“The employees of the insured have all, 
to the best of the insured’s knowledge and 
belief, while in the service of the insured, 
always performed their respective duties 
honestly. There has never come to its no- 
tice or knowledge any information which 
in the judgment of the insured indicates 
that any of the said employees are dis- 
honest.” 


The policy itself generally reads as 
follows : 


“Prior fraud, dishonesty or cancelation. 

No employee, to the best of the knowl- 
edge of the insured, or of any partner or 
officer thereof not in collusion with such 
employee, has committed any fraudulent or 
dishonest act in the service of the insured 
or otherwise. 

If prior to the issuance of this bond, any 
fidelity insurance in favor of the insured 
or any predecessor in interest of the in- 
sured and coveriny; one or more of the 
insured’s employees shall have been can- 
celed as to any of such employees by reason 
of (a) the discovery of any fraudulent or 
dishonest act on the part of such employees, 
or (b) the giving of written notice of can- 
celation by the insurer issuing said fidelity 
insurance, whether the underwriter or not, 
and if such employees shall not have been 
reinstated under the coverage of said fidel- 
ity insurance or superseding fidelity insur- 
ance, the underwriter shall not be liable 
under this bond on account of such em- 
ployees unless the underwriter shall agree 
in writing to include such employees with- 
in the coverage of this bond.” 


Accordingly, I want to emphasize 
that if you forgive a defalcation and re- 
tain the employee, it is a calculated risk 
on your part. And if you fail to call 
that fact to the surety’s attention and 
the subject of your forgiveness com- 
mits further defalcations, the surety 
company will probably be sustained in 
court if it rejects a claim for such fur- 
ther defalcations on the ground that 
they were made possible by your own 
default. 
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In your relations with the surety 
company, you must also appreciate that, 
while differences may appear and law- 
suits happen, it is generally their busi- 
ness to deal squarely with square 
claims. For this reason, if the surety 
company should have defenses which 
under your contract may properly be 
urged to defeat your claim, it has an 
obligation to urge such defenses even 
though as a matter of business policy 
such defenses may sometimes be 
waived. 

With this in mind, let me give you 
some principles of your relations with 
the surety, with the caveat that these 
principles bristle with exceptions and 
variations : 

1. You have to give proper notice of 

the loss. 

2. You have to submit a formal proof 
of loss within the time specified 

in the policy as a condition prece- 

dent to a recovery by you. 

The surety has some defenses 

which it may utilize where war- 

ranted. For instance: 


Ow 


(a) As previously indicated, if the 
employer finds out that one 
of his men has stolen and does 
not disclose that fact to the 
surety or condones the dis- 
honest act, the surety will be 
relieved if further depreda- 
tions by that employee take 
place. 

(b) Naturally, if the insured set- 
tles with the thief, the obliga- 
tions of the surety are voided. 

The surety ordinarily will not 

prosecute the thief. It considers 

that as a problem for the insured. 


i. 


>. The burden of establishing a loss 
is on the insured. Even when you 
have a confession you must estab- 


lish your loss through records or 
corroboration and, since the thief 
seldom keeps good records, the 
proof may be difficult. 

6. As I said before, one of the things 
to look out for is that the loss may 
have taken place over a period of 
years and that more than one 
surety company may be involved 
in a succession of bonds. The year 
and the amount of the loss, par- 
ticularly in relation to discovery 
limitations is, therefore, frequent- 
ly an item of major importance, 
and the burden of proof is on you. 
If the insured has carried blanket 
bond protection continuously for a 
considerable period of time, it may 
take comfort in the thought that it 
has continuity of protection for 
such period, although the only 
complete protection is a bond writ- 
ten on a discovery basis which will 
cover fraud loss whenever it is dis- 
covered, regardless of when it was 
sustained. 

3efore leaving this subject, may I 
say again that carrying fidelity insur- 
ance is a wise idea—everyone here 
agrees on that, I am sure. The ques- 
tionnaire showed that 52 of the 53 re- 
plying carry it—but it is equally a wise 
idea to remember that your insurance 
policy is a contract, a contract whose 
terms you should know if you are to get 
the most protection from your policy. 


In concluding this talk, I feel that I 
would be remiss if I did not thank those 
who cooperated in this undertaking for 
the opportunity which they have given 
me to collect these thoughts. I am par- 
ticularly grateful to those who have 
taken the time to answer my question- 
naire. For me, it has been a most 
fascinating assignment. 


GL 
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New York?’ that it was unconstitu- 
tional for the state legislature to with- 
draw increases accrued to landlords 
under the federal law during the period 
under federal control. Although the 
retroactive increases under the 7 ceval 
decision could be collected up to May 
1, 1950, the rents reverted to their 
lower level on that date. 


In August, 1950, the State Rent 
Administrator amended his regula- 
tions’? so that non-payment of these 
accrued rent increases could not be the 
basis for evictions of tenants. 

Statistics gathered by the Rent Com- 
mission in the course of its survey?54 
revealed that by October of 1950 rents 
in the United States had risen only 
260% over the 1935-1939 base period 
used by the Bureau of Labor, as com- 
pared to an increase of 73% for the 
general average of prices.2°> Other 
comparisons revealed that as of No- 
vember, 1950, rents in New York City 
increased substantially less than the av- 
erage for cities in the United States.*° 
The Commission found that in our own 
state property owners were affected 
differently by controls, some earning 
nothing and others doing better than 
at the inception of controls. Therefore 
flexible adjustments were necessary to 
meet the varying situations.?7 

Seven grounds for increasing rents 
were proposed by the State Rent Ad- 
ministrator?* and adopted by the state 
legislature in 1951.29 All are to be 


23 Teeval Co., Inc. v. Stern, 301 N.Y. 346 
24 Amendment No. 8 to State Rent and 


found in Section 33 of the current regu- 
lations. 

These grounds for increases of maxi- 
mum rents are subject to certain limi- 
tations :3° a) No increases shall be 
granted unless the landlord certifies 
that he is maintaining all required es- 
sential services and that he will con- 
tinue such services so long as the in- 
crease is in effect. b) Except where 
operating expenses exceed operating 
income, generally no tenant can be sub- 
jected to an increase of more than 15% 
per year. c) The Administrator re- 
serves the power to revoke or amend 
any adjustment granted where the ne- 
cessity therefor no longer exists. d) 
Generally, no adjustment granted 
should cause dislocation or hardship 
inconsistent with the law. 


Grounds for Increase of Maximum 
Rent 

1. Increased services or facilities.®! 

There is an increase in rental value 
by reason of a substantial change such 
as a major capital improvement or 
added services or dwelling space since 
March 1, 1950, for which the landlord 
has not received any previous increase 
in the maximum rent. 

It should be borne in mind that gen- 
erally the consent of the tenant in 
possession is necessary and provision 1s 
made for the tenant’s signature on ap- 
plication Form 33(1). In the event 
that the tenant does not consent, these 


(1950). 
Eviction Regulations, effective May 1, 


1950. 


This provision is incorporated in Sec. 51, Subd. 5 of the current regulations. 

25a Temporary State Housing Commission, Survey of Residential Rents and Rental Con- 
ditions in the State of New York, November 1, 1950. This 365-page book was undertaken 
pursuant to Sec. 4, Subd. 1, Laws of 1950, Chapter 250. 


25b Bulletins of U. 


S. Bureau of Labor Statistics and Monthly Labor Review, Con- 


sumers’ Price Index for Moderate Income Families, as cited in Rent Control Plan, January 


15, 1951, p. 150, Table B 10. 


26 Jd., at p. 151, Table B 11—New York City increase over 1935-9 Base Period 9.1%; 
United States average increase 25.4% ; Chicago 43.6% ; Detroit 31.1%; Los Angeles 34.5%. 
27 “Rent Control Plan’, Temporary State Housing Commission, January 15, 1951, p. 18. 


28 Jd., at p. 26. 
29 See note 8, supra. 


0 Rent and Eviction Regulations, effective March 15, 1951, Sec. 33. 


31 Jd., at Sec. 33, Subd. 1; on March 19, 1951, the State Rent Administrator issued a 
list of maximum rental values to be applied by Local Rent Administrators in considering 
applications for increased rents based on additional services, ete. 
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Further Developments in New York State Rent Controls 


increases are permissible only if the 
change is determined by the Adminis- 
trator to be necessary for the preserva- 
tion or for the operation of a structure 
or is consented to in writing by 75% 
of the tenants in occupancy. 


2. Voluntary written lease agree- 
ments. 

Briefly, this subdivision authorizes 
landlords and tenants after March 15, 
1951, to enter into voluntary written 
leases not cancellable by landlord, 
which may provide for an increase not 
in excess of 15% in the maximum rent, 
provided the lease is for a term of at 
least two years. The tenant may bar- 
gain for additional services as a condi- 
tion for entering into the lease. A re- 
port of the lease must be filed with the 
Local Rent Office on Form 33(2). 


3. Increased subtenants or 
occupants.33 

Where an apartment is overoccupied 
since March 1, 1950, the landlord is 
permitted an increase based on the 
theory that the tenant is deriving rental 
income from a subtenant or is using the 
housing accommodation in such a man- 
ner as to cause the landlord greater 
expense. The application Form 33(3) 
states that, 

“Normal occupancy is considered to be 
one person per room not including kitchen 
and bathroom. Children born to occupants 
while they reside therein shall not be con- 
sidered.” 

f, Unique or peculiar 
circumstances.>4 
Two prerequisites are cited for this 
Bulletin No. 12. 
33 Td., at Sec. 33, Subd. 3. 


34 Td., at Sec. 33, Subd. 4; Temporary 


Bulletin No. 8. 


Id., at Sec. 33, Subd. 2; Temporary 


adjustment, (1) the existence of unique 
or peculiar circumstances materially 
affecting the maximum rent,*> and (2) 
the maximum rent is substantially out 
of line with rents generally prevailing 
in comparable housing in the same area 
for similar controlled housing accom- 
modations. 


5. Inadequate net annual return.%® 


This most important adjustment “is 
designed to permit a landlord relief 
when he can establish that his net an- 
nual return is clearly inadequate.’’%’ 
This provision more than any of the 
new amendments projects increased 
work and problems for accountants due 
to the requirements for financial data.%8 
Although the information to be sup- 
plied by landlords is somewhat com- 
parable to the federal “fair net operat- 
ing income’’ formula,*? the State Rent 
Commissioner has adopted the princi- 
ple of net return on value of property 
used in the New York Business and 
Commercial Rent Laws.*° 

In determining that the net return 
allowable under this section shall be 
4%, the State Rent Commission has 
taken cognizance of the 8% return pre- 
sumed to be a reasonable return under 
the Commercial and Business Laws; 
however, it is their contention that his- 
torically there has been a lower return 
on housing properties as compared to 
commercial properties and in any event 
the determination of 4% is justified by 
the present emergency.*! 

It should be noted that the percent- 
age returns for business and residential 
properties are not as divergent as ap- 


State Housing Rent Commission, Advisory 


State Housing Rent Commission, Advisory 


35 The Advisory Bulletin suggests several examples of abnormally low rentals due to 
unique circumstances existing at the maximum rent date: 1) a relative was in possession, 
2) the renting was arranged under unusual pressure or necessity, such as limited period for 
rentit g, 3) senile management, 4) court appointed receiver in possession. 


’ See note 27, supra, at p. 28. 


» See note 34, supra, at Sec. 33, Subd. 5; Advisory Bulletin 7A. 


Examine Temporary State Housing Rent Commission Form No. 33(5). 


See note 20, supra. 


' Chapters 430 and 431, Laws of 1951, Sec. 4, Subd. 1. 


See note 37, supra. 
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pears at first glance, because the for- 
mer rent rules administered by the 
courts exclude any allowance for de- 
preciation unless there has been some 
actual reduction in the value of the 
property,” whereas the housing regu- 
lations allow, in most situations, 2% 
of the value of the buildings as an oper- 
ating expense.*> The survey conducted 
by the State Rent Commission indi- 
cates that in New York City during the 
year 1949, land values averaged one- 
third of the total assessed valuation.*+ 
It may therefore be concluded that on 
a basis comparable to non-residential 
housing the average net return allowed 
is about 544%.*5 Based upon a survey 
of the relationship of 1949 net income 
to 1950-1951 assessed valuations con- 
ducted by the Rent Commission, it may 
be estimated that about 20 to 25 per- 
cent of the buildings in New York City 
might be eligible for relief on this 
ground; however, the majority of the 
buildings eligible contain 20 units or 
less.46 

It should be noted that the adoption 
of this ground for rent adjustment by 
a landlord entitles tenants to examine 
the information submitted, to raise ob- 
jections, and in certain instances to 
analyze some of the original records 
used to substantiate the information 
submitted. 

Although the Accounting Division of 
the Temporary State Housing Rent 
Commission requires for administrative 
purposes that its Form 33(5) be used 
for submitting applications under this 
ground, it has indicated a willingness to 
permit the supporting information to be 
supplied in an accountant’s statement or 
in some other convenient form, reserv- 
ing the right to check further if it ap- 
pears to be necessary in its judgment. 

In most instances, the audit of New 
York City applications by the Commis- 
sion’s accountants will take place in its 


42 Matter of Fifth Madison Corp., 297 N.Y. 155 (1948) ; 


Div. 1 (1946). 
43 See note 36, supra. 
44 See note 27 at p. 173, 174. 
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office located at 280 Broadway, New 
York, N. Y., the landlord or his rep- 
resentative being required to bring his 
books and records with him. 

The Accounting Division has_ in- 
formed the authors that it will’be pleased 
to supply information to any account- 
ant who requires assistance in the solu- 
tion of a question within the scope of 
its duties. Questions should be ad- 
dressed to the Division’s attention at 
280 Broadway, New York, N. Y. 

A work sheet for a preliminary com- 
putation to determine whether property 
is eligible for this adjustment appears 
below as Exhibit “A”. It is intended 
that this work sheet enable an account- 
ant to modify his usual profit and loss 
statement by regulation requirements 
to arrive at a rapid decision concerning 
future procedure. In order for this 
work sheet to be most helpful, informa- 
tion concerning this adjustment should 
first be carefully read. 

Valuation of controlled rental prop- 
erties is defined as the current assessed 
valuation in effect, and upon which 
taxes were payable on March 15, 1951, 
adjusted by applying the ratio that the 
assessed valuation bears to the full val- 
uation as determined by the State 
Board of Equalization and Assessment. 
Under the following circumstances, the 
assessed valuation as defined above may 
not be the amount used: 


a) Where the valuation of the 
land without the buildings does not 
bear a reasonable relationship to the 
valuation of the buildings themselves, 

b) Where a request for a reduc- 
tion in assessed valuation is pending, 

c) Where the assessed valuation 
has been reduced for the year next 
preceding March 15, 1951, or 

d) Where there has been a sale of 
the property within the year next 
preceding March 15, 1951, for an 


Schack v. Handel, 271 App. 


45 4 percent of assessed value plus 2 percent of 24 of assessed value. 


46 See note 25 at p. 242, Table 171. 
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amount different from the assessed 

valuation. 

Net annual return is the amount by 
which the earned income exceeds the 
operating expenses of the property. 
The earned income includes scheduled 
annual rental income from all sources 

regardless of whether housing, com- 
mercial, controlled or decontrolled, oc- 
cupied or vacant—plus any other in- 
come earned from the operation of the 
property during the test year. Ii rent- 
able space is unoccupied or occupied in 
whole or in part rent free, the full 
rental value must be included in earned 
income. 

Operating expenses include all ex- 
penses for the test year necessary in the 
operation and maintenance of the prop- 
erty. Mortgage interest and amortiza- 
tion are specifically excluded. Depre- 
ciation is allowed unless the buildings 
have been fully depreciated on the 
books or for federal income tax pur- 
poses. Depreciation is the lower of 2% 
of the equalized assessed valuation of 
the buildings, or the amount shown on 
the latest required federal income tax 
return. 

Increases or decreases in real estate 
taxes, water or sewer charges, and 
wages currently in effect may be pro- 
jected in computing operating expenses. 

The “test year” is defined as “the 
most recent full calendar year or fiscal 
year, or any twelve consecutive months 
ending not more than ninety days 
prior to the filing of the application.” 

If the net annual return is less than 
4% of the valuation of the property 
and an increase is granted by the Ad- 
ministrator, the increase is apportioned 
equitably among all the controlled 
housing accommodations in the proper- 
ty. In fixing the increases in maximum 
rents, the Administrator is required to 


The New York Certified Public Accountant 





give due consideration to all previous 
adjustments. 

If an increase is granted, no new ap- 
plication may be filed for one year from 
the date of such increase. The test year 
used in any subsequent application 
must begin after the end of the test 
year previously used. However, the 
Administrator may waive these limita- 
tions where the property has been af- 
fected by a significant increase in oper- 
ating costs which applied to a substan- 
tial segment of housing accommoda- 
tions in the community. 

6. Unavoidable increases tn operat- 

ing costs in small structures.’ 

This adjustment makes it possible 
for the small, so-called “non-profes- 
sional” landlord to recoup increased 
operating costs which have not been 
met by additional income.*§ A landlord 
owning no more than four rental units 
within the state may apply for an in 
crease in rents if he has not been com- 
pensated by rent increases for unavoid- 
able increases in property taxes, fuel, 
utilities, insurance and repairs and 
maintenance since the federal date de- 
termining the maximum rent or the 
date the property was purchased, which- 
ever. is later.*° Unless waived by the 
Administrator, further applications are 
prohibited for one year from the date 
the increase is granted. Subsequent ap- 
plications must use a test year beginning 
after the end of the test year used in 
the last application. 

7. Unavoidable increases in operat- 
ing costs in other specified struc- 
tures.>° 

Section 33(7) of the Regulations is 
designed to enable landlords operating 
hotels or rooming houses or owners of 
co-operative apartments to obtain rent- 
al increases where there have been un- 
avoidable increases in costs of opera- 


+7 Regulations, Sec. 33, Subd. 6; Advisory Bulletin No. 10. 
+8 Report of New York State Temporary Commission to Study Rents and Rental 


Conditions, March 8, 1951, p. 5. 


19 See Commission’s application Form 33(6); only the current specified expenses are 
to be inserted on the form, except for tax bills or other official statements which should 
include base period information. The Commission’s accountants have tabulated base period 


costs for other expenses. 


50 Regulations, Sec. 33, Subd. 7; Advisory Bulletin No. 11. 
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tions since the federal date determining 
the maximum rent or the date the pres- 
ent landlord commenced the operation 
of the property, whichever is later, and 
such unavoidable increases in cost have 
not been sufficiently compensated by 
increases in rental income. 

in computing these increases in costs 
of operations, mortgage interest and 
amortization are excluded. Also ex- 
cluded are allowances for depreciation, 
obsolescence and reserves which have 
occurred since the federal date deter- 
mining the maximum rent or the date 
the present landlord commenced opera- 
tions, whichever is later.>! 

Unless the Administrator waives the 
prohibition, no further applications are 
permitted for one year, and the test 
year in subsequent applications must 
begin after the end of the test year 
used in the last application. 


Changes in Other Residential 
Controls 

The restrictions on evictions will 
continue generally to follow the pattern 
set forth in the 1950 Law and Regula- 
tions.>? 

One important amendment has been 
made in the new law? in the case of 
one- and two-family houses. Generally, 
where a landlord seeks in good faith to 
recover possession for his own use and 
occupancy or for that of his immediate 
family, he had to prove an immediate 
and compelling necessity. Where the 
housing accommodations are located in 
a one- or two-family house, the owner 
need now only prove that he seeks in 
good faith to recover possession for 
himself or his immediate family.54 

An amendment to the Regulations 5 
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has made provision for the subdividing 
of large apartments which are presently 
underoccupied. Where an apartment 
of six or more rooms is underoccupied, 
permission may be granted by the Ad- 
ministrator to remodel the accommoda- 
tion into a greater number of self- 
contained family units. An apartment 
is underoccupied where there is less 
than one occupant for each room, ex- 
clusive of bathrooms, kitchen and two 
additional rooms. Roomers or board- 
ers not members of the tenant’s family 
are not counted as occupants, but a 
full-time maid who sleeps in may be 
considered an occupant. 

If the maximum rent is under 
$200.00 per month, and it is not practi- 
cal for the tenant to remain during the 
alteration, the Administrator may re- 
quire the landlord to relocate the tenant 
during the remodeling, and after altera- 
tions are completed the tenant has the 
right to first occupancy of any housing 
accommodation resulting from the al- 
teration. 

Pending proceedings for rent adjust- 
ments which have been deleted in the 
new regulations are dealt with in Sec- 
tion 87 of the new regulations. 


Commercial and Business Space 
Laws 


No startling or unusual changes in 
the State commercial and_ business 
space laws were sponsored by the Tem- 
porary State Commission to Study 
Rents and Rental Conditions.*® It was 
recognized that the shortage of busi- 
ness and commercial space still existed 
and the statutes were extended until 
July 1, 1952.57 Except for the freeze 
date, which is March 1, 1943, for com- 


51 The Commission’s Forms 33(7), 33(7)H, 33(7)R are very helpful in understanding 


this subdivision. 


2 Regulations, Secs. 51 to 59 inclusive ; see Geller and Geller, note 1, supra, at p. 332, 333. 

53 Chapter 443 of Laws of 1951, Sec. 5, Subd. 2(a). 
_ > Regulations, Sec. 55, Subd. 1. The Commission recommended this proviso because it 
believed that home ownership is a sound and desirable tradition in this state and should be 


encouraged. 
5 Regulations, Sec. 57, Subd. 2. 


3° See note 48, supra; Commercial Rent Laws, Shaw, 125 N.Y.L.J. 80, April 25, 1951, 
p. 1502, col. 1, and 125 N.Y.L.J. 81, April 26, 1951, p. 1520, col. 1. 


°7 See note 7, supra. 
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mercial space and June 1, 1944, for 
stores and offices, the laws enacted on 
March 31, 1950,58 are basically the 
same. All of the following changes re- 
fer to both laws: 

In 1949, Section 8(k) was enacted 
authorizing landlords to offer a pro- 
spective retail store tenant a non-can- 
cellable lease for a term of not less 
than ten years at an annual rental of 
$7,500.00 or more. If the tenant in 
possession did not occupy under an 
unexpired lease and failed or refused 
within thirty days after the offer by the 
landlord to enter into an identical lease, 
he could be removed from possession. 
In 1950,5° the legisiature eliminated 
the word “retail” from this subdivision, 
so that stores on the ground level would 
be eligible for such treatment although 
they did not sell at retail; however, 
since a store continued to be defined as 
retail in Section 2(c) of the commercial 
rent law, this change was ineffective. 
To cure this defect, this year the defini- 
tion of a store was changed in the com- 
mercial rent law and a new Section 
2(1) was inserted in the business rent 
law. In addition thereto, other changes 
were made in Section 8(k). The 
amount of the annual rental was _ re- 
duced from $7,500.00 to $6,000.00. 
Further, for the purpose of 8(k), a 
store was permitted to include business 
space two floors above the street level 
and two floors below the street level if 
occupied by a tenant doing business at 
the street level. The reason for these 
provisions is that the New York State 
Temporary Rent Commission believed 
“misfit” tenants occupied stores in lo- 
cations where they did not belong and 
also that in numerous instances im- 
portant improvements have been im- 
peded and have been halted by these 
tenants who held out for inordinate 
prices as a condition to vacate. 

In this section®! where the disposses- 
sion of a tenant in possession is author- 


58 See note 5, supra. 
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ized, the prospective tenant must occupy 
such store after thirty days subsequent 
to such dispossession for a period of at 
least one year. This provision was 
modified this year so that if alterations 
prevent the active conduct of business 
therein, the period of thirty days shall 
begin to run after the completion of 
such alterations. Alterations are now 
also permitted during the one-year pe- 
riod where a third party tenant shall 
become entitled to possession after the 
termination of such period of one year. 
This provision concerning alterations 
is similar to the privilege granted to a 
lessee of an entire building for a term 
of twenty-one years or more in the 
1950 Laws. 

Another amendment to the non- 
residential rent laws provides that land- 
lords and tenants may enter into a 
written stipulation as to the fair rental 
value of the space occupied in a Sec- 
tion 4(1) proceeding. This is the sub- 
division which authorizes rent increases 
where a building does not have an 8% 
return on an over-all basis as distin- 
guished from Section 4(2), the alter- 
native square foot basis, which con- 
tained the provision for a_ written 
stipulation in the 1950 Act. Where the 
landlord and tenant agree by written 
stipulation as to the fair rental value of 
the space and consent that the court so 
determine, the court upon such stipula- 
tion may make its determination ot 
such fair rental in the amount agreed 
upon. 

In subdivision 2 of Section 4, the 
definition of the fair or basic return was 
modified to conform with the 1950 
change in subdivision 1 of Section 4; 
namely, 

“A net annual return of 8 per cent per 
annum on the fair value of the entire prop- 
erty including the land shall be presumed 
to be a basic return.” 

Formerly, the section had read, 

“A net annual return of 6 per cent per 
annum on the fair value of the entire prop- 


59 Laws of 1950, Chapters 326, 327, Sec. 8(k). 


60 See note 48, supra. 
61 Sec. 8(k). 
62 See note 59 at Sec. 8(d) (2). 
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erty plus 2 per cent of the value of the 
land and buildings. 


Subdivision 4 of Section 4 was 
amended in 1949 to permit the landlord 
at his option to have paid to him rents 
paid by a subtenant to a tenant who 
sublets 20% or more of his space. The 
section reads, 


“At the option of the landlord, any ten- 
ant who shall sublet 20% or more of his 
space shall pay to the landlord the gross 
rents receivable by him from all subtenants 
less the reasonable value of the services 
supplied by the tenant to such subtenants 
plus the emergency rent allocable to the 
pace retained by the tenant for his own 
The difficulty encountered was that 

the information concerning the sub- 
tenancies could not always be obtained 
by the landlord. To eliminate this trou- 
ble, Section 4, subdivision 4 was 
amended by the 1951 legislature so that 
the main tenant was required to furnish 
a written and verified statement giving 
as to each subtenant the names and 
addresses, amount of space occupied, 
the emergency rent, the terms of the 
sublease, and if in writing a copy of the 
sublease. Further, Section 8, subdivi- 
sion (b)(3) was amended to permit 
the dispossess of the tenant for failure 
to comply with this landlord’s request. 

In 1950, Section 8(d)(2), permit- 
ting a lessee under a twenty-one year 
lease of an entire building to obtain 
possession for his immediate and per- 
sonal use, was enacted. In 1951, this 
privilege is extended to a subsidiary 
corporation at least 90% of whose 
stock 1s owned by such lessee. 

In 1949, Section 8(g) was added, 
permitting the dispossess of a tenant 
who agreed in writing to vacate, pro- 
vided the agreement was made either 
after the expiration of the tenant’s lease 
or if the lease was unexpired at least 
three months after the commencement 
of the lease. This section has been 
amended in 1951, so that a monthly or 
statutory tenant may also agree in writ- 
ing to terminate his occupancy of the 


63 See notes 66, 68, infra. 


premises on a date certain in the future 
and be subject to dispossess at such 
future date. Where a final order has 
been entered in any proceeding to dis- 
possess a tenant pursuant to any of the 
provisions of Section 8, the court in 
Section 8 has discretionary power to 
stay the issuance of a warrant for a 
period not to exceed six months. An 
exception was introduced this vear in 
the case of a voluntary agreement to 
vacate. In this event, the court shall 
have power to stay the issuance of a 
warrant for no longer than two months. 

Another change was made in Sec- 
tion 8, subdivision (h)(3). This sub- 
division previously permitted posses- 
sion by a corporation when 90% of its 
stock was owned by a person who 
owned and owns the entire premises or 
who was the lessee of the entire build- 
ing or other rental area.for a term not 
less than 10 years on or before Janu- 
ary 24, 1945. This privilege is now 
extended to the same _ corporation 
where the ownership was vested in a 
wholly owned subsidiary of such per- 
son under the same circumstances. 

Section 8(1) provides that a person 
or corporation who succeeds by assign- 
ment to the rights of a lessee of an en- 
tire building for a term of not less than 
10 years by a lease executed prior to 
January 24, 1945 may recover posses- 
sion of the business space for his or its 
own immediate and personal use. The 
1951 amendment permits possession to 
be obtained for a subsidiary corpora- 
tion at least 90% of which is owned by 
such assignee. 

There has been much litigation in 
the courts to set aside arbitration pro- 
ceedings authorized in Section 4 for the 
purpose of permitting rents exceeding 
in amount the emergency rent.°> Most 
of these proceedings are. concerned 
with collateral attacks on arbitration 
awards both by actions in equity to set 
aside such awards and by actions at 
law to recover excess rents in disregard 
of the award.®+ All of these actions are 


6+ Commercial Rent Law, Shaw, 125 N.Y.L.J. 81, April 26, 1951, p. 1520, col. 1. 
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based on the ground that the proceed- 
ings were pro-forma and did not com- 
ply with the rent. law requirements.® 
In the usual case, the action is com- 
menced more than 90 days after the 
arbitration proceeding has been con- 
cluded. 

There was a division of opinion in 
the lower courts, some decisions hold- 
ing that a plenary action could be main- 
tained to set aside arbitration awards 
on the ground that they were fraudu- 
lent and that a tenant could not waive 
his rights under the rent laws.°° Other 
courts held that the provisions of 
Article 84 of the Civil Practice Act 
authorized by the rent laws®’ should 
apply to all these controversies sub- 
mitted for arbitration.°® Under the 
provisions of this article, one section 
provides that motions to set aside 
awards must be commenced within 90 
days from the date the award is filed or 

635 [bid, 
66 Dick’s Restaurant v. Rosenwasser, 275 
Ct.) 179 (1949) ; Heidelberger v. Cooper, 275 
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delivered.©? In a case decided by the 
Court of Appeals on March 8, 1951,’° 
the court resolved the problem by de- 
ciding that the provisions of Article 84 
were applicable in this situation and a 
plenary action could not be started to 
set aside an arbitration award. On the 
same day, the New York State Tem- 
porary Commission to Study Rents and 
Rental Conditions issued a recommen- 
dation’! which was enacted in the ar- 
bitration sections’? of the respective 
laws. The amendment supplemented 
the original reference to the provisions 
of Article 84+ by adding “any proceed- 
ing or independent action to set aside 
an award made by an arbitrator here- 
under shall be begun within 90 days.” 
Thus, by statute and judicial construc- 
tion, the 90-day limitation of Article 84 
of the Civil Practice Act is declared to 
be controlling in the so-called “sham 
and pro-forma” arbitration situations. 


App. Div. 832 (1949) aff'g. 195 Misc. (Sup. 
App. Div. 158 (1949); Friedman v. Newport 


Avenue Realty Corp., 275 App. Div. 785 (1949) ; Leslie v. Lenhart, 124 N.Y.L.J. 86, Novem- 


ber 2, 1950, p. 1046, col. 3 T. 


6? Commercial Space Law at Sec. 15; 


Business Space Law at Sec. 16. 


68 Heidelberger v. Cooper, 300 N.Y. 502 (1949); Matter of Bond v. Shubert, 290 N.Y. 
901; Carroll vy. Leder, 123 N.Y.L.J. 123, June 27, 1950, p. 2258, col. 2 B; Imbrict v. Madison 
Realty Corp., 123 N.Y.L.J. 124, June 28, 1950, p. 2271, col. 5 B. 


69 Section 1463 of Civil Practice Act. 
70 Raven v. Linzer, 302 N.Y. 188 (1951). 
71 See note 48, supra. 
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72 See note 67, supra. 





























Percentage Depletion— Loophole 
or Economic Necessity 


By Mavrice E, Petovuset, C.P.A. 


» pen extractive industries are in 
many respects unique. They are 
not well understood except by those 
directly connected with them. Taxa- 
tion, finance and accounting for the 
extractive industries present problems 
differing, both in nature and degree, 
from those of other industries. 
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In spite of this the extractive indus- 
tries have been forced by law and by 
custom to attempt to use financial meth- 
ods and to submit to taxation based 
primarily on the requirements and con- 
ditions of trading and manufacturing 
organizations. Continuation in perpet- 
uity or, at least, a possibility of it, is 
assumed for trading and manufacturing 
corporations. The name itself of wast- 
ing assets makes it clear that such an 
assumption does not apply to a mine 
or an oil well. Before the adoption of 
the 16th Amendment to the Constitu- 
tion of the United States, depletion of 
mineral properties was seldom calcu- 
lated or recorded in the books of ac- 
count of a mining company because, 
under generally accepted business and 
accounting principles of that time, it 
would have had little significance even 
if such a computation could have been 
made with some approach to accuracy. 
If we had followed British principles in 
taxation and exempted capital gains 
from tax and had disallowed capital 
losses, that condition probably would 
have continued. However, income tax- 
ation in the United States took an en- 
tirely different course. 

From the beginning of the taxation 
of income in the United States, it was 
made clear by Court decisions that 
there was to be no distinction, so far as 
taxability was concerned, between capi- 
tal gains and income. It is my personal 
view that the constitutional question in- 
volved in this was never properly pre- 
sented to the courts and that the deci- 
sions of the courts on this point have 
been uniformly wrong. That, however, 
while it may be interesting, is of no 
present practical importance. The fact 
remains that, in case after case, it was 
decided that capital gains are taxable 
income to some extent and under some 
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conditions and capital losses are tax de- 
ductions to some extent and under some 
conditions. After it was thus made clear 
by court decisions under the early rev- 
enue acts that the Sixteenth Amend- 
ment was to be administered as apply- 
ing to capital gains and losses, treating 
these as income, it became necessary to 
arrive at some sort of valuation or cost 
figure for every mining property in the 
United States.!. The method of arriv- 
ing at these valuations is well described 
by George Oliver May in his book 
“Financial Accounting” 


“The right to recover the value of the 
mineral resources as at the date when the 
income tax amendment to the Constitution 
became effective involved a stupendous task 
of valuation. The performance of that task 
forms an interesting chapter in the history 
of the valuation problem. In general, the 
method adopted was a strange compound 
of highly speculative assumptions and me- 
ticulous mathematical computations. There 
was a curious lack of perspective and pro- 
portion in the procedure by which valua- 
tion engineers in or as of 1913 reached their 
conclusions. First they made assumptions 
as to future prices and production over long 
periods of years (fortunately in ignorance 
of the events that would mark those years). 
Next, they expressed these estimates (by 
an averaging process that was scientifically 
unwarranted) in the form of a uniform net 
annual yield. Finally, they applied to this 
assumed yield discount tables extended to 
many places of decimals. The crowning 
touch of incongruity was afforded by the 
introduction into the discount process of a 
questionable actuarial refinement which has 
raised Hoskold’s formula to an amazing 
prestige and immortalized its author in the 
tax world. But as courts have pointed out 
the main responsibility for the unrealities 
rests upon the legislature—if laws call for 
valuations, valuations must be made as 
best they can, even though that best is 
manifestly and inevitably very imperfect.” 


1 Jn Eisner v. 
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Anyone not familiar with the diff- 
culties of making a valuation of mining 
property under the income tax law 
might think that May’s description and 
definition was a little on the facetious 
side. Anyone familiar with mining val- 
uations for this purpose would think he 
had understated the case. The difficul- 
ties, compromises and anomalies pro- 
duced by these peculiar “bootstrap” 
methods of valuation became so serious 
that some substitute method of valua- 
tion or some amelioration of the situa- 
tion was clearly necessary. The first 
method devised was the discovery 
value method.?. This will not be de- 
scribed here as it is now practically out 
of use and was rather difficult and un- 
satisfactory in administration while it 
was in effect. 

The principal characteristic of most 
methods of valuation was an attempt 
to value future profits. This is the only 
absolute value which a mining property 
could have in any event. The mining 
property was said to be worth the pres- 
ent value of the profits and the present 
value of the profits was said to be the 
worth of the mining property. If the 
present value were correctly calculated 
it would represent what a willing seller 
would be willing to accept from a will- 
ing buyer for the property. However, 
few such valuations approach this de- 
gree of practical accuracy. 

It began to be realized that the so- 
called Hoover Method or Hoskold’s 
Formula or Present Value Method of 
valuation, while a useful method of ap- 
proximation for an engineering report, 
was not a satisfactory method for de- 


VacComber the Court cites with approval the definition laid down in 


Doyle v. Mitchell Bros. Company: “Income may be defined as the gain derived from capital, 


from labor, or from both combined.” 
Pitney added the astounding words: 


To this quite reasonable definition of income Mr. Justice 
“Provided it be understood to include profit gained 


through a sale or conversion of capital assets to which it was applied in the Doyle case.” 
All ordinary definitions of income were thus nullified and the inextricable confusion 
between capital and income, which has since existed in Federal income tax legislation and 


practice, became settled law. 


2 Discovery depletion in the case of mines and oil or gas wells was first allowed in th« 
Revenue Act of 1918. Under the Revenue Acts of 1926 and 1928, discovery depletion was 
allowed only in the case of mines. The Revenue Act of 1932 took away the right to discover) 


depletion on mines and allowed percentage depletion instead. 


Under present law discove: 


depletion may be used only in the case of certain nonmetallic minerals. 
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termining values for property for such 
a serious and vital question as taxation. 
In 1932, the idea of making an allow- 
ance for capital exhaustion based on 
profits was put forward. This was 
known as percentage depletion and 
seemed to be a fair and simple method 
of dealing with this question. The ne- 
cessity for valuation and revaluation 
was eliminated and no elaborate calcu- 
lations needed to be made for the deter- 
mination of depletion. The percentages 
determined for the different types of 
minerals and deposits were based on 
data for the particular industry and are 
generally believed by mining men to be 
substantially accurate. It is possible 
that further study might show that 
some percentages were a few points too 
high or too low but the general view 
is that they are substantially correct and 
satisfactory. Administratively, there is 
no doubt that percentage depletion is a 
simple method of recognizing an inevi- 
table fact, that is, the exhaustion of 
wasting assets. 

There would not seem to be much in 
this rather hurried summary of the 
history of percentage depletion to call 
forth the loud accusations of favoritism, 
playing-up to special interests, and tax- 
dodging, which are made with such 
frequency on this subject.’ The reason 
we hear these cries is, primarily, be- 
cause of the attempt to apply the prin- 
ciples, methods and basic financial ideas 
of the manufacturing and trading cor- 
poration to the extractive industries. 
From one narrow point of view, some 
of these criticisms are well justified. It 
is perfectly true that a mining company 
does not pay on its apparent income in 
quite the same way or at quite the same 
rate as the manufacturing corporation 
but it is equally, and more importantly, 
true that a mining corporation is a very 
different type of enterprise. 


Percentage Depletion—Loophole or Economic Necessity 


The criticism of percentage depletion 
stems back primarily to the attempt to 
put the mining industry into garments 
which are quite comfortable and com- 
modious for a manufacturing or trading 
organization but which are a most pain- 
ful and inappropriate straight-jacket 
for the extractive industries. When we 
look at the mining industry, we must 
look at it as a whole. While there un- 
doubtedly are a few fortunate com- 
panies and individuals, the numerical 
majority of mining enterprises are fi- 
nancial failures. This condition is not 
true of manufacturing or trading enter- 
prises. A manufacturer or a trader gen- 
erally starts out with a reasonable as- 
surance of success and he knows that 
an overwhelming numerical majority of 
new enterprises succeed or at least op- 
erate for a considerable time. The 
essential but highly speculative nature 
of the mining industry is so well recog- 
nized that at its inception every mining 
enterprise in this country had its raw 
material, that is its ore, its mineral de- 
posit, given to it by the State for prac- 
tically nothing. All that was paid was 
a nominal filing and locating fee. Now 
if we wish to find a basis for charges 
of favoritism and unfairness, is not this 
the place to start? Is it not consistent 
with the arguments of the critics of per- 
centage depletion, to require that every 
miner should purchase his mine from 
the State rather than receive it gratis 
when he stakes out a claim? The mere 
statement of such a proposition shows 
its complete fallacy. It is also true that 
in all mining states State laws are ex- 
pressly framed to favor, to help, mining 
companies and to tax them in more fa- 
vorable ways and at lower rates than 
other enterprises. Why is all this done? 
Is it because of a widespread, deepseat- 
ed admiration for the sturdy qualities of 
mining men? Is it because we have a 


“Tax Incentives For Mineral Enterprises” by Douglas H. Eldridge in the Journal of 
Political Economy, University of Chicago Press, June, 1950. 
This article is representative of the views of those in the U. S. Treasury Department 
opposing percentage depletion. The objections to percentage depletion raised by Mr. Eldridge 
are dealt with in this paper. The article should be read by anyone wishing to discuss the 


subject. 
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strong sentimental attachment for the 
old-fashioned prospector ? 

| do not think there is much senti- 
ment connected with it. I think it is 
realized thoroughly in the mining states 
that mining is a hazardous occupation, 
and that the numerical majority of mine 
owners will lose what they put into a 
mining venture. It is the realization 
that, because the great majority of 
mine operators and the great majority 
of mines are doomed to hopeless finan- 
cial failure, it is necessary to provide 
for and to give, consistently and con- 
scientiously, large, very large, rewards 
for those in the mining industry who 
are either lucky or skillful or have 
whatever qualities it takes to find a 
bonanza. 

The mining industry as a whole is 
not an unusually profitable industry. 
LL. J. Randall of Wallace, Idaho, the 
controller of the Hecla Mining Com- 
pany and an unusually well-qualified 
student of mining economics, reports* 
that a survey made by the Idaho Min- 
ing Association covering 1930 to 1940, 
inclusive, showed that mines in Idaho 
expended a total of $220,000,000 in ex- 
ploration, development and cost of min- 
ing; during the same period the mines 
realized a total of $210,000,000 in re- 
ceipts from ore sales or $10,000,000 
less than the amount expended. Idaho 
is an important mining state. The 
Coeur d’Alene district is a well-known 
district and profitable mines have been 
found there. Statistics for one of the 
important mining States gathered over 
a period of ten years should provide us 
with a sample large enough to form the 
basis of a reliable statistical judgment. 
Some Federal income tax must have 
been paid by mining companies in 
Idaho 1930 to 1940. 
if all the properties in Idaho had been 
owned and operated by one company 


from However, 


that company would have shown a loss. 
The industry as a whole in Idaho in 
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those years did not realize any inconie 
of any kind, taxable or otherwise. 

Percentage depletion attempts to 
cover the situation of the mining indus- 
try asa whole. As a whole, the mining 
industry does exhaust its properties 
and it does need an allowance for this 
exhaustion. It is further true that min- 
ing is so highly speculative that some 
large rewards for success must be pos- 
sible. Percentage depletion is one way 
of assuring that some reward will go to 
the operator of a successful mining 
property. Those who believe, perhaps, 
that small mines such, say, as the ma- 
jority of the mines in the Coeur d’Alene 
district, should be encouraged ask at 
the same time, why very large mining 
enterprises should be allowed the bene- 
fits of percentage depletion. They say 
these enterprises have nothing to worry 
about in the way of exploration, they 
are adequately financed, they are suc- 
cessful and should not be given any 
special favors. 

There is no real difference between 
a large mine and a small mine in this 
respect. The large mining companies 
spend many, many millions of dollars 
annually in exploration which comes to 
nothing. They spend money on proj- 
ects to discover new sources of ore, and 
on metallurgical, chemical and geologi- 
cal research. If any one of the large 
nonferrous metal mining companies 
had confined itself to operating the 
properties with which it started in 
business, it would have been out of 
business many years ago. In some cases 
the original properties have been com- 
pletely exhausted, in others their oper- 
ations have been so changed and altered 
as to make them scarcely recognizable 
as the property which the company 
originally exploited while in others ad- 
ditional properties have been acquired 
to be operated with the original ones. 
In every case a great deal of capital, a 
great deal of effort, a great deal of re- 
search has been required merely for the 


Address 


by L. J. Randall of Wallace. Idaho, before the Pacific Northwestern Conference of C.P.A‘s., 


Seattle, Washington, June 3, 1950. 
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large company to remain in business. It 
is greatly to the advantage of the coun- 
try and the economy for the large min- 
ing companies to stay in business. If 
they did not, our sources of metals 
would either not have been developed 
at all or would have been developed 
inefficiently and in a piecemeal and 
wasteful fashion. 

It is no answer to say that explora- 
tion work which comes to nothing is in 
the long run a tax deduction. Nobody 
ever financed anything with a tax de- 
duction because only a part of the ex- 
penditure can be recovered in that way. 
There are only two basic ways of fi- 
nancing an enterprise. One is_ by 
retaining realized profits and the other 
is through the contribution of some 
form of capital from the outside. If 
exploration by an established company 
is to be financed, it can generally be 
financed only through retained profits 
and retained profits are profits which 
are not taken away by taxation. Here, 
again, it may be said that the people 
who retain their profits through per- 
centage depletion are not necessarily 
the people who will do the exploration 
work. This may be true in some cases, 
but it is not the actual retention of the 
profits but rather the possibility of 
profits which makes people continue in 
the mining business. We may have our 
doubts about the sanity of some mining 
promoters and we may have our doubts 
about their business judgment but it is 
undeniably true that it is the possibility 
of profits which makes the mining busi- 
ness operate rather than the realization, 
particularly in small or undeveloped 
mines. 

It is a good deal like Dr. Samuel 
Johnson said of Mr. Thrale’s brewery 
when he was asked, as one of the ex- 
ecutors, how the property should be 
valued. He answered, “We are not 
here to sell a parcel of boilers and vats 
but the potentiality of growing rich be- 
yond the dreams of avarice.”’ Here is 
the nub of the whole matter. It is the 
possibility, the potentiality which is im- 
portant. It does not have to be realized 
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often. Everyone in the industry knows 
it will not be realized often. There are 
all sorts of estimates about how many 
mining properties finally develop into 
profitable operations. They range from 
one in thirty or forty to one in a hun- 
dred. We have many commercial fail- 
ures but the figures are more likely to 
be reversed. 

If some means are not provided for 
the retention of profits in mining, as 
and when they are made, we will see 
the mining industry gradually die out 
or we will see the mining industry de- 
pendent on government subsidy. Gov- 
ernment subsidies in the development 
of mines where we have known ore 
bodies but where the costs are very 
high have worked with fair success but 
it is appalling to think what would hap- 
pen if the government should subsidize 
prospecting. The government does do 
immensely valuable work through the 
3ureau of Mines and other agencies 
in giving information about the general 
characteristics of mining districts but 
this is not the same as the actual pros- 
pecting for ore. 

It must be recognized that the min- 
ing industry is difficult and hazardous. 
It is an industry where the total over- 
all gain is not excessive, if the entire 
expense and the entire investment were 
to be matched against the entire salable 
product. Certainly the income of the 
entire industry is the combined net 
profit and loss of every mining prop- 
erty. This is a very different thing from 
the taxable income of the successful 
mining operations. If the government 
and the country expect miners to risk 
their time, their money and their lives 
in such a hazardous occupation then it 
must provide that, as and when they 
win, they really win and they can keep 
what they win. Any attempt to com- 
pare mining with manufacturing or 
trading enterprises, or which tries to 
use the same methods and principles 
as are used in commercial business in 
the mining industry, is certain to have 
bad results. 

3roadly speaking, we can take our 
choice in taxation between uniformity 
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and justice. In the early days of the 
income tax, when the rates were low, 
there was a good deal of argument in 
favor of uniformity, that is, the same 
rates for all individuals on all parts of 
their incomes, and one rate for all cor- 
porations on all parts of their incomes. 
This uniformity in taxation has one 
great virtue: it is simple. It has one 
great vice: it is grossly unfair and does 
not take individual or group conditions 
into account at all. The choice in taxa- 
tion is between uniformity with unfair- 
ness and complication with the greatest 
possible approach to justice. One tax 
rate, one method of computation, one 
method of accounting for, say, a manu- 
facturing enterprise, a chain store 
grocery, a personal service corporation, 
a public utility corporation and a min- 
ing company may be uniformity of a 
sort but it certainly is not justice and it 
certainly has a very bad effect on the 
economy. The dollar that a mining 
company receives for its ore or its metal 
sales is not the same as the dollar that 
a manufacturing company receives for 
sales of its product. The mining com- 
pany’s dollar represents a payment in 
part for its operations but to a very 
large extent for the sale of its capita! 
assets which it can never replace. The 
dollar of a manufacturing company rep- 
resents payment for raw materials 
which the manufacturing company is 
constantly replacing and the wear and 
tear on equipment which the manufac- 
turing company is replacing at a slower 
rate, but no less definitely. There is 
little or no element of the return of ir- 
replaceable capital in the manufacturing 
company’s dollar; there is a very large 
element of return of capital in the min- 
ing company’s dollar. We cannot tell 
just how large that element is because 
we are not seers and prophets but we 
can make fair guesses as to the upper 
and lower limits of the amount of that 
dollar which might be capital and there 
is no doubt whatever that some impor- 
tant part of it is return of capital. 
While it is extremely difficult to 
tell, in a particular enterprise, how 
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much of the dollar received for metal 
sales is return of capital, it is not nearly 
so difficult to determine this for an en- 
tire section of the industry. As in many 
other statistical problems the greater 
the number of elements, the greater 
amount of material to be covered, the 
more accurate the result. Percentage 
depletion is an attempt to approximate 
the general average of the return of 
capital in the mining company’s dollar. 
It is better to use a fair, rough approxi- 
mation to depletion which has some 
validity for the industry than to use an 
individual amount for an individual 
company worked out with meticulous 
mathematical accuracy, the validity oi 
which is extremely open to doubt. 

It is not too easy at the present time 
to raise money for a mining venture. 
Much of the development in mining is 
done through retained profits. Percent- 
age depletion is an important source of 
retained profits. If we did not have 
percentage depletion, if mines were 
taxed on income calculated on some 
sort of manufacturing or commercial 
basis with nothing beyond the allow- 
ance of so-called cost depletion, we 
would see an even further drying up of 
exploration, we would see even fewer 
properties brought into production and 
when it was necessary to produce larger 
and larger amounts of metals, as at 
the present time, we would see the 
present sources exploited as fully as 
possible without the building up of ade- 
quate and equivalent ore reserves in 
other properties. 

The problems of the mining industry 
are difficult at best. Its command of 
capital, on the whole, is less than ade- 
quate. This is indicated by the neces- 
sity for government subsidies when the 
production of particular metals is ur- 
gent. In the past the mining industry 
has directed its own operations and 
done fairly well at it. When copper and 
other mineral deposits were being ex- 
hausted at a very rapid rate and when 
new sources were not in sight the oil 
flotation method was invented and the 
entire industry was revolutionized. 
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Vast reserves were brought into pro- 
duction which had formerly been con- 
sidered worthless. This process 1s still 
going on. It is quite possible that some 
of the mechanical, metallurgical, geo- 
logical and prospecting methods now 
being developed may bring in large 
amounts of ore. We have an example 
in the development of taconite, former- 
lv considered practically worthless and 
now an important source of iron. 

All of this takes money, large sums 
of money, and the best way to provide 
those sums of money is for the govern- 
ment to refrain from taking the capital 
of the industry away merely by calling 
it income. The situation is not unlike 
that of the dog in Lincoln’s story. 
When Lincoln asked a man how many 
legs a dog would have if you counted 
his tail as a leg, the man answered 
“Five”. Lincoln replied, “That is not 
true. The dog would still have four 
legs. I cannot make a leg out of a tail 
merely by calling it one.” The Bureau 
of Internal Revenue or Congress or the 
courts cannot make the capital of the 
mining industry returned to it in the 
course of its operations into income 
merely by calling it so. It can take this 
capital away. Apparently it can do this 
legally and constitutionally according 
to the Supreme Court’s interpretation 
of the Constitution. But economically 
it is capital and economically it will be 
ruinous if the government continues to 
try to take away the capital. of the min- 
ing industry as income. 

Percentage depletion is the fairest, 
simplest and most practical method of 
giving the mining industry some re- 
tained earnings with which to finance 
exploration. It is the most practical 
method to do, in part, what is necessary 
in that industry, that is, to give a genu- 
ine and substantial reward to the suc- 
cessful operator and to do it in such a 
way that the unsuccessful operator 
knows that such a reward has been 
given, will be given in the future and 
that he himself may get it. 

The extractive industries must be 
treated differently from other indus- 
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tries. This is not favoritism or special 
treatment; it is merely the recognition 
that if we are to have justice under a 
tax law we must have diversity of treat- 
ment of taxpayers according to their 
particular circumstances, a principle 
which is, I think, universally admitted 
and established. 

Anyone who advocates a harsher tax 
treatment for the extractive industries 
is taking a great responsibility upon 
himself. Anyone who takes this posi- 
tion should be absolutely certain that 
he is doing nothing which will damage 
the mining industry because whatever 
damages the mining industry, damages 
and jeopardizes the safety of the coun- 
try. The advocates of harsher treatment 
for the extractive industries are almost 
invariably men who are specialists in 
other fields than mining. As the knowl- 
edge of the mining field increases the 
tendency to demand harsh treatment 
for the industry decreases. For in- 
stance, the demand for harsh treatment 
comes very largely from officials of the 
Treasury Department, who have had 
little or no mining experience, while 
other government officials who have 
some acquaintance with the industry 
realize the difficulties and do not insist 
on this sort of treatment for the in- 
dustry. It might well be that the 
answer to this question is the creation 
of a department of mines with a secre- 
tary of cabinet rank. 

The idea that taking more money 
away from the extractive industries 
will increase the revenue is a fallacy. 
The immediate effect of such a move 
would probably be to cut down explora- 
tion work and to slow up any but the 
most profitable operations. The ulti- 
mate effect would be the exhaustion of 
known deposits where costs are not 
high, government-subsidized operation 
of known high cost properties and pos- 
sibly some scheme, which it is appalling 
to contemplate, of government subsi- 
dized prospecting. The government 
and the country must have minerals 
and it is inconceivable that if the gov- 
ernment should drive the present oper- 
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ators out of the business of producing 
minerals that it could operate any more 
effectively or economically itself. While 
it may not be an entirely fair compari- 
son, it is certainly true that the 
Mexican government was not very 
successful when it ran the expropriated 
oil wells. Unfair and excessive taxa- 
tion is just as effective a method of 
expropriation as the operation of an 
Article in the Constitution of a country. 

The mining industry has enough 
difficult problems on its hands at pres- 
ent without increasing these by inter- 
fering with a tested taxation device 
which seems to be working with fair 
efficiency. This is hardly the time to 
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make the production of metals more 
difficult or to make it more difficult and 
less rewarding to do exploration work. 
It is much more economical to leave 
retained earnings in the treasuries of 
certain mining companies. It is even 
more important to leave in the minds of 
men operating unsuccessful mining 
companies the hope, the possibility that 
they might get some reward some day, 
than it is to get a little more tax which 
will have to be paid out again many- 
fold in order to get any production at 
all from a mining industry being stead- 
ily and progressively crippled by un- 
duly burdensome Federal taxation. 
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LIFO Now for All Inventory Pricing 


By H. T. McAnty, C.P.A. 


Ox of the primary objectives of 


accounting is that of reporting 





H. T. McAnty, C.P.A., as a 
General Partner of Ernst & Ernst, 
has as his primary function, the 
direction of his firm’s activities 
throughout the United States, in the 
field of cost accounting, budgeting, 
industrial engineering and other 
management consulting services. 

He has been associated with his 
firm for more than thirty years. He 
is a Certified Public Accountant in 
all of the larger States. He is wide- 
ly known as an author and speaker 
on accounting, cost accounting and 
related subjects. 

His activity in sponsoring the 
broad extension of the Last-in, First- 
out principle of inventory pricing is 
well known. As early as 1941, he 
developed an acceptable dollar value 
method application of LIFO which 
was used by a number of large in- 
dustrial companies, retailers and 
wholesalers who otherwise would 
have been precluded from a practical 
adaptation of the LIFO method due 
to the complex nature of their in- 
ventories. This dollar value method 
stood the test of several tax Court 
decisions and currently is receiving 
wide consideration by many com- 
panies throughout the country. He 
served as the only professional ac- 
counting witness before the United 
States Tax Court in the much pub- 
licized Hutsler Bros. (Baltimore de- 
partment store) retail LIFO dollar 
value method test case, which was 
decided in favor of the taxpayer. 

This paper was presented at a 
technical meeting of the Society, 
held on April 26, 1951, under the 
auspices of the Committee on Cost 


Accounting and Inventory Methods. 
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profits on a_ strictly factual basis. 
Sound financial reporting is an obliga- 
tion to stockholders, to government, to 
employees, and to the general public, 
If we are going to succeed in this 
objective there must, first of all, be 
some mutual understanding and agree- 
ment as to what constitutes profit. It 
would seem obvious that if there are 
various methods by which profit can be 
computed, and each method results in 
a different answer depending upon 
which one is used, profit reporting can 
hardly be considered as factual. 


And yet, that is exactly the situation 
we face today because of the use of two 
different basic methods of inventory 
valuation and their effect upon re- 
ported profits. 


These two basic methods of inven- 
tory valuation deal with opposite or- 
ders of pricing. The “first-in, first-out” 
method results in the inventory being 
valued at the latest cost price levels 
since it assumes that the cost price 
levels covering the items first acquired 
are those first shipped out as cost of 
sales. The “last-in, first-out’? method 
results in the inventory being valued 
at the beginning of the period inven- 
tory cost levels, to the extent that the 
ending quantity equals the beginning 
quantity, and prices only the increase 
in ending quantity over the beginning 
quantity at current cost levels. Thus 
the last-in, first-out method construes 
the latest values purchased or produced 
as being the first values to be shipped 
out essentially matching current costs 
against current sales. The added in- 
vestment required to maintain the same 
quantity of inventory is currently 
charged to cost of sales. It is not added 
to the inventory value for profit deter- 
mination purposes and thus no increase 
in profit is brought about by increasing 
the carrying value of the necessary con- 
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tinuous investment in inventory when 
prices and wage levels are rising. 

The results obtained from these 
methods may differ widely from year 
to year, but, nevertheless, both meth- 
ods are presently acceptable for cor- 
porate and taxable income determina- 
tion, providing they are consistently 
followed. Any taxpayer who has been 
following the first-in, first-out principle 
can elect to adopt the last-in, first-out 
principle. After making this election, 
for tax purposes, he cannot again re- 
turn to the first-in, first-out principle 
without approval of the Commissioner 
of Internal Revenue. Taxpayers which 
follow the first-in, first-out costing 
method may also use market prices, if 
they are lower than current cost, in the 
inventory valuation; however, taxpay- 
ers operating under the last-in, first- 
out method, are not permitted under 
the present statute, to use current mar- 
ket prices even though such prices are 
lower than the cost computed under the 
last-in, first-out order of pricing in the 
determination of taxable income. 

While the present statute requires 
that a taxpayer using LIFO must fol- 
low it also in connection with published 
corporate income determination, the 
taxpayer is not prohibited from setting 
up a reserve to meet lower market 
prices at the inventory date; however, 
the amount of such a reserve is not 
permitted, under the present statute, 
as a tax deduction. 

LIFO came into being as an accept- 
able tax provision on a limited basis in 
1938 and the privilege of its use was 
extended to all taxpayers in 1939. 
Thus it was conceived at a time that 
has proven to be the beginning of an 
inflationary trend which has not yet 
run its course. Companies which 
adopted LIFO taxwise in the early 
40’s have little cause presently to be 
concerned that their beginning cost 
price level may prove to be too high a 
cost floor for income tax determination 
if prices decline severely at some future 
time. However, this cost restriction, 
with no relief afforded should prices 
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decline below the cost level at the time 
of LIFO adoption, represents an obsta- 
cle in the form of a possible future tax 
disadvantage to those taxpayers that 
were not in position to adopt LIFO in 
the early 40’s due to their non-exist- 
ence, or due perhaps, to the lack of 
understanding as to its broad possible 
use which resulted from the restrictive 
interpretation of this statute contained 
in the income tax rulings and regula- 
tions at that time. 

LIFO and that is more clearly to re- 
greatest speculative features in busi- 
ness. We have but to recall the hun- 
dreds of millions of inventory write- 
downs in 1920 to realize its serious- 
ness. It reduces substantially the peaks 
and valleys of reflected earnings to 
which business has long been sub- 
jected. There is only one purpose 
which should govern the adoption of 
LIFO and that is more clearly to re- 
flect factual income. 

During the past decade, there has 
been an increasing trend toward the 
adoption of LIFO, particularly as con- 
fusion relative to practicable mechanics 
of its application has been cleared and 
the soundness of the method has been 
demonstrated. Since acceptable prac- 
tical mechanics now exist for applying 
this order of pricing to inventories of 
all kinds, and since it has come to be 
generally recognized as a sound pro- 
cedure for correctly reflecting factual 
income, it would seem that the time 
has arrived to establish LIFO account- 
ingwise as the universal method of the 
order of pricing inventories in the de- 
termination of income. 

Arguments can be advanced, of 
course, that as long as the method in 
use is disclosed, the resultant earnings 
are factual on whatever basis is being 
used. Unfortunately, a great many 
persons who interpret published finan- 
cial reports do not have a clear under- 
standing of the effect upon earnings of 
the two methods and as a result, a wide 
state of confusion now exists in the 
interpretation of published figures re- 
lating to income. 
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Althouh the soundness of the LIFO 
principle of inventory pricing is now 
generally recognized as a means of 
more clearly reflecting income, there 
are some objections to the fact that it 
understates the balance sheet value of 
the inventory. This objection can be 
easily overcome by stating the inven- 
tory on a current basis in the balance 
sheet and carrying a reserve for the 
difference between such current value 
and LIFO value as a “Reserve to Pre- 
vent Impairment of Capital Covering 
Inventory Cost Increase”. 

While I believe industry generally 
recognizes that profits reported under 
the LIFO method are more factual, the 
requirement that the cost price level at 
the beginning of the year of adoption 
becomes a floor for all future income 
tax determinations, undoubtedly makes 
many companies today hesitate to adopt 
the method at present cost levels. Thus, 
the inflation of profits and inventories 
is continued with amounts which rep- 
resent only the increased cost required 
to carry the same aggregate quantity 
of inventory. Many companies are very 
likely to delay the adoption of LIFO 
awaiting some future time when cost 
price levels may reach a lower point 
and in the meantime, the overstatement 
of inventories and profits and the con- 
fusion in the comparison of reported 
profits, will continue to exist. 

While it is possible to adopt LIFO 
corporate-wise, in order to report prof- 
its on a more factual basis, and defer 
its adoption tax-wise until cost prices 
recede to a more favorable level, this 
method in itself serves to add to the 
general confusion due to the computa- 
tion of income taxes on a basis differ- 
ent from that used in financial report- 
ing. In reality, in a period of rising 
prices, the excess of taxes paid on a 
FIFO basis, over those deductible from 
income computation on a LIFO basis, 
becomes a deferred charge to be ab- 
sorbed against operations when prices 
decline. If prices do not decline to an 
extent equal to the increases in prices 
which occurred when this deferred 
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charge was set up, it occupies a more 
or less permanent position on the bal- 
ance sheet and in effect, could be con- 
strued as representing a confiscation of 
capital. On the other hand, if this dif- 
ference in tax is not deferred but de- 
ducted from the reported corporate 
-arnings computed on a LIFO basis, it 
operates to raise the effective tax rate 
on those earnings. It has often been 
said that taxable income is not neces- 
sarily true income for a specific ac- 
counting period and this thought is 
substantiated in the tax law itself by 
the carry-back and carry-over loss pro- 
visions. Regardless of this, however, 
taxable income is rather generally rec- 
ognized as the true income by those 
who interpret corporate figures as a 
guide for wage demands, price controls, 
profits subject to renegotiation, etc. 
Thus little appears to be gained by 
adopting LIFO corporate-wise and de- 
ferring its adoption tax-wise since those 
who wish to do so merely add back to 
the correctly reported profits, the 
amounts which were not allowed as 
deductions from taxable income. 


Although the soundness of LIFO 
cannot be successfully challenged, exec- 
utives can hardly be blamed from de- 
ferring its adoption tax-wise when, in 
their opinion, all or portions of their 
inventories may be stated at abnormally 
high cost levels even though the price 
trend during the year has been upward. 
Certainly such industrial leaders can- 
not be severely criticized for not adopt- 
ing LIFO corporate-wise when the re- 
sultant profits thus computed will be 
viewed by many persons as subject to 
adjustment by adding back inventory 
reserves which were not allowed in tax- 
able income determination. 

During the past year, many com- 
panies have adopted LIFO with respect 
to all or portions of their inventories for 
taxable income determination. In those 
cases where the adoption of LIFO was 
limited to a portion of the inventory 
because of the fear of the possible tax 
penalty which could result from drastic 
future price declines, many companies 
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have followed the same partial pattern 
of adoption in their corporate report- 
ing. Under such conditions, their in- 
ventories contain portions which have 
valued on the first-in, first-out 
order of pricing and portions which 
have been valued on the last-in, first- 
out order of pricing—two methods of 
principle which are the reverse of each 
other. The resultant profit is supposed 
to be factual. If the last-in, first-out 
order of pricing more clearly reflects 
income, it should be possible to use it 
on all portions of an inventory. Cer- 
tainly the extent of the adoption of 
this sound principle should not be based 
upon future consideration of a favor- 
able tax position, and yet today, the 
restrictions in the present LIFO stat- 
ute make it almost certain that this 
condition will govern corporate action. 
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Suppose a company at the beginning 
of the year had an inventory valued at 
$2,000,000. Suppose also that during 
the year there was rapid inflation and 
that the company ended the year with 
exactly the same aggregate quantity of 
inventory with which it began the year. 
Let us assume, if you please, that the 
total operating costs just equaled the 
sales so that factually the company 
made no profit out of its trading opera- 
tions during the year but that its end- 
ing inventory (the same quantity it had 
at the beginning) increased in cost 
vaiue from $2,000,000 on January Ist 
to $3,000,000 on December 31st. Under 
such circumstances, if this company 
were on LIFO, it would report zero 
profit and pay no federal income tax. 
But if it were on FIFO, it would re- 
port a profit of $1,000,000 and would 
be required to pay income taxes on this 
amount. 

As amazing as this may seem, cither 
method would be acceptable in the re- 
porting of corporate and taxable in- 
come. 

Now, think about the stockholders 
and the employees. Think about the 
people in the community where this 
plant is located. Did the company make 
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a profit; or did it not? What are the 
facts? How can anybody believe re- 
ported profit figures, if it is purely op- 
tional, depending upon a method of 
inventory pricing, whether a company 
reports a profit of a million dollars be- 
fore taxes, or a profit of zero? 

One might expect that the United 
States Treasury itself would be the first 
to encourage some uniform method. 
Congress authorized the use of LIFO 
in 1938 and 1939—but LIFO tends to 
lessen maximum collection of taxes in 
a current inflationary year. It is under- 
stood fully that this could be offset by 
higher collections in a deflationary year 
—but under pressure of expenditures, 
government policy has always been to 
collect the greatest possible amount of 
taxes this year—now. The original in- 
terpretation by the Internal Revenue 
Sureau. was extremely technical and 
operated to limit the application of 
LIFO. But it could not stifle LIFO, 
because LIFO is a sound principle of 
business and is rapidly growing in 
stature. 

From the standpoint of industry, 
most companies would, in my opinion, 
adopt LIFO today were it not for a 
provision of the Internal Revenue Code 
which should be changed and for which 
an amendment is now being prepared 
for submission to Congress. Before | 
discuss this provision and the proposed 
amendment, however, I wish to em- 
phasize the reasons which, in my opin- 
ion, point to LIFO as the preferred 
standard practice for general adoption. 

Many of our accounting practices 
were evolved and became crystallized 
back in the days when the dollar was 
relatively stable, and when the income 
tax was non-existent or at least too 
small to be of consequence. Then we 
entered a new economic phase. ‘The 
dollar began to go down and income 
taxes began to go up. Did we alter our 
practices to fit these new conditions? 
No, indeed —most companies kept 
right on with the traditional first-in, 
first-out method of valuing inventory. 
Let's consider what this did to our 
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economy. Let’s go back to the period 
just before the last war, and take as an 
example, a man who ran a general 
store in a fair-sized town in a farming 
community. 

This storekeeper’s inventory at the 
beginning of the year was, let us say, 
valued at $200,000. The quantity of 
inventory did not increase during the 
year, but prices went up 10%. The 
year-end value was, therefore, $220,- 
000 ;—and under the first-in, first-out 
method, that $20,000 became profit and 
he had to pay federal income taxes 
upon it. 

The storekeeper couldn’t figure this 
out. The government said he had made 
this profit of $20,000—but where was 
the money. As far as he could see, he 
did not have this additional profit; he 
had no more money,—all he had was 
the same quantity of inventory he had 
started with at the beginning of the 
year, 

Of course, if he would sell his entire 
inventory, he would have a $20,000 
profit. He would have this in cash,— 
but then, if he intended to stay in 
business, he would have to turn around 
and buy that same inventory back 
again, and that would use up the 
$20,000. As near as he could see, he 
wound up the year with a tax to pay 
on a profit he never got. 

Well,—of course, he had to pay a 
tax on this profit he had never actual- 
ly realized. This took money. So he 
raised his prices. When he raised his 
prices, his clerks demanded and got 
higher salaries, so he had to raise his 
prices again. And as might be ex- 
pected, at the end of the second year, 
the value of his inventory had gone up 
again. In quantity, it was still the same 
old inventory—but once more the gov- 
ernment told him he had to pay an in- 
come tax on another profit he had 
never realized. 

All through that period of the decline 
of the dollar, this process went on, not 
only in this general store but in all 
types of businesses throughout the 
country. To pay taxes on unrealized 
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profits, companies raised prices. As pri- 

ces went up, wages went up too. This 

boosted prices again. This in turn in- 
creased inventory values and created 
still more taxes on unrealized profit. 

Now consider for a moment the un- 
fortunate results of this cumulative 
cycle: 

1. Business suffered a great injustice 
by being compelled to pay income 
taxes upon theoretical profit that 
was never realized and could 
never be realized except upon fu- 
ture price decline or liquidation. 
The process provided a tremend- 
ous impetus to the very inflation 
which caused it. Each successive 
tax imposed upon increases in in- 
ventory valuation was in itself a 
reason for further price and re- 
sultant wage increases. Once in- 
flation had begun, the application 
of the first-in, first-out principle 
served to accelerate the decline of 
the dollar. 

3. Company after company reported 
to its stockholders, to its employ- 
ees, and to the public, profits 
higher than those which were ac- 
tually available. This gave every- 
body inflated ideas as to how much 
“money” business and industry 
were making and contributed to 
labor difficulties. 
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The injustices and evils of this situ- 
ation were recognized early in the 
present inflation cycle, and a group of 
companies dealing in hides and basic 
metals brought the situation to the at- 
tention of Congress in 1938. Because 
they were dealing with homogeneous 
products, as contrasted with the mis- 
cellaneous inventory of a general store, 
it was easier for them to explain the 
principle involved. Their arguments 
ran somewhat as follows: 

To stay in business, a company has 
to have a plant, it has to have employ- 
ees, and it has to have an inventory. 
The inventory is one of its basic facili- 
ties. 

Consider a company dealing in lead, 
for instance. Suppose at the beginning 
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of the vear this company had 1,000 
tons of lead in stock, and at the end of 
the year, it continues to have 1,000 
tons of lead in stock. For all practical 
purposes, it might just as well be the 
same lead. The lead bought during the 
year was the lead sold during the year 

not the inventory. No profit was 
realized on the inventory since it still 
remained in the possession of the deal- 
er. Therefore, at the end of the year, 
it should be priced, for income account- 
ing purposes, at the price level which 
applied at the beginning of the year. 
If there was an increase in the quantity 
of inventory—that is, if the year-end 
inventory was 1,250 tons instead of 
1,000 tons—the added 250 tons would 
be priced at current year price levels. 
This would apply, however, only to the 
quantity increase. 

Here was the setting for the birth of 
the last-in, first-out principle which 
was enacted in the Revenue Act of 
1938 and, shortly thereafter, expanded 
for use by all taxpayers. The Internal 
Revenue Bureau moved cautiously and 
in the early years issued rulings and 
regulations far too restrictive and im- 
plied that only companies with homog- 
eneous inventories could use the LIFO 
method. 

The effect of this policy was to give 
a few companies of a particular nature, 
a definite advantage which was denied 
to others. And yet, the principle in- 
volved was identical, whether an inven- 
tory consisted of hides and metal, or 
whether it consisted of miscellaneous 
merchandise ranging, as in the case of 
a general store, all the way from neck- 
ties to lawn-mowers. 

Early in 1941, we developed various 
applications of a dollar value method 
of LIFO pricing which makes possible 
practical applications of LIFO to any 
type of business, regardless of the com- 
plexities of the inventory investment. 
Recognizing that the use of the LIFO 
principle was being unduly restricted 
because of the general thought which 
had developed that its application 
should be confined to quantities of spe- 
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cific identical items, we explored the 
possibility of dealing in terms of value, 
regardless of physical identification of 
materials, for if the principle was 
sound, practical means of applying it 
must be recognized so as to permit its 
use in valuing the total inventory of 
most any enterprise, even though its 
operations may embrace the produc- 
tion, jobbing, wholesaling or retailing 
of a wide variety of items. We felt 
that whether or not the same quantities 
of specific items or even the same items 
are in the inventory at the close of the 
year as were on hand at the beginning 
of the year, the last-in, first-out prin- 
ciple should be applicable in determin- 
ing an aggregate valuation of an invest- 
ment in inventory of related products. 

Changes in product design eventual- 
ly eliminate many articles which in 
turn are replaced by other products. 
The individual item quantity will ordi- 
narily balance in a group of related 
products,—many will vary widely in 
comparing the beginning quantity of 
each with the ending quantity of each; 
thus, if the last-in, first-out principle 
is applied to individual items on the 
basis of specific identification rather 
than to the determination of the aggre- 
gate valuation of the group of related 
products (in which the value of in- 
creases in quantities of specific items 
are permitted to offset decreases in 
quantities of other specific items), the 
objective of the principle will not be 
accomplished and the income will not 
be clearly or correctly reflected. Thus, 
unless products can be considered in 
related groups and reduced to a com- 
mon unit, the application of the last-in, 
first-out principle will in many cases 
not produce an inventory value which 
clearly reflects income. In some types 
of product, approximate physical quan- 
tity units are available. In the vast 
majority, however, equitably weighted 
physical quantity units are not readily 
obtainable. 

Usually, all items in a related group 
of products can be expressed in a com- 
mon unit which is “dollars” of invest- 
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ment at a specific price level. In the 
application of the last-in, first-out prin- 
ciple the specific price level is “cost 

at the beginning of the first year of the 
use of the principle. The use of a basic 
dollar value as the common denomina- 
tor makes the application of the last-in, 
first-out principle practicable regard- 
less of the complexity of the inventory. 

Since the use of last-in, first-out 
principle requires that the price in- 
crease (or decrease) over the begin- 
ning of the year prices be reflected in 
the valuation of the ending inventory 
on only the increase in quantity over 
the beginning quantity, we must con- 
sider means of determining this quan- 
tity increase. 

The determination of the quantity 
increases of a group of related products 
can be accomplished by the extension 
of the individual product quantities in 
the beginning and ending inventories at 
the same prices, or by removing the 
price increase (or decrease) reflected 
in the ending inventory valued at cur- 
rent cost. To remove the price increase 
(or decrease) reflected in the ending 
inventory, it may only be necessary to 
determine the percentage changes in ac- 
ceptable specific company or general 
price indices applicable to the various 
groups of related products. 

As early as 1941, we suggested the 
following mechanics for use by an en- 
terprise with a wide variety of prod- 
ucts, in the pricing of its inventory on 
last-in, first-out dollar value basis : 

In each broad group of related prod- 
ucts, the aggregate amount of the end- 
ing inventory expressed at the begin- 
ning cost level would be determined. A 
comparison of the beginning and end- 
ing quantities priced at the same cost 
level will set forth the increase in quan- 
tity. The aggregate quantity increase 
is then adjusted to reflect the earliest, 
average, or latest cost occurring within 
the current fiscal period. 

The ending inventory of a group of 
related products valued at the begin- 
ning of the year cost level can be deter- 
mined by actual extension of all quan- 
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tities in the ending inventory of mate- 
rials and products at prices or costs 
(made up of material, labor and burden 
rates) used for cost valuation of the 
beginning inventory, or by the group- 
ing of the ending inventory by cost 
elements, namely, total material con- 
tent by basic materials each to be ex- 
tended at beginning of the year prices; 
total labor amount on a current cost 
basis, which can be adjusted to a be- 
ginning of the year value basis by re- 
moving therefrom the percentage in- 
creases which may have occurred in 
wage scale adjustments ; and the aggre- 
gate burden which can be expressed at 
the beginning of the year relationship 
to the adjusted labor. 

If beginning of the year costs are 
used as product standard costs 
throughout the year and all increases 
in material prices, wage scales and 
burden reflected as variations there- 
from—the aggregate ratio of the 
amounts of these variations to the total 
cost of production, expressed at the be- 
ginning of the year product cost values, 
can be applied to the quantity increase 
in ending inventory over the beginning, 
to determine the current cost value as- 
signable to the increase. 

In retail merchandise inventories 
(computed under the retail inventory 
method) the percentage change in an 
acceptable price index over the begin- 
ning of the year prices can be used to 
adjust the ending inventories to the be- 
ginning valuation. 

In jobbing or retailing merchandise 
inventories, the difference in cost at 
the beginning of the year and the cur- 
rent cost at the end of the year can be 
determined by a comparison of suff- 
cient representative items to determine 
the average ratio of cost increase which 
is contained in the ending inventory. 

If fixed selling list prices are in 
existence, the increase in cost can be 
determined from a comparison of the 
ratio of cost to fixed list contained in 
the beginning inventory and the ratio 
of current cost to list contained in the 
ending inventory. 
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If the index of cost increase con- 
tained in the current ending inventory 
valuation, which is used to adjust the 
total back to the beginning price level, 
is also used to bring the increase in 
inventory to a current cost level basis, 
it reflects the value of the increase on 
the latest acquisition cost basis. 

If it is desired to use earliest current 
costs to value any inventory increase, 
an index of price change can be devel- 
oped covering cost prices prevailing in 
the earliest portion of the year in which 
the approximate amount of the increase 
was acquired 

If average costs are to be applied to 
any quantity increase, an index repre- 
senting the relationship of average 
prices for the year to beginning inven- 
tory prices can be developed. 

Generally, it would seem that if the 
quantity increase reflected in an ending 
inventory over the beginning is a more 
or less temporary one, the use of the 
latest costs to value this increase would 
be in conformity with the objective of 
LIFO—that of eventually reflecting 
current costs against current sales, for 
this increase would disappear in the 
following year. On the other hand, if 
the increase is a permanent layer due 
to general expansion, the more con- 
servative approach would call for the 
use of the earliest costs to value this 
increase in a rising market. 

Sometimes it is not practicable to 
compute the total inventory at both 
beginning and ending cost price levels. 
New items have entered the line, or 
changes have occurred in item specifi- 
cations or in the time required in 
manufacture, so that beginning of the 
year item costs applied to current 
manufacturing specifications of quan- 
tities of materials and processing hours 
are not readily available. In such cir- 
cumstances, the index of price in- 
creases can be developed by using a 
substantial representative portion of 
the ending inventory in making the 
weighted comparison of beginning and 
ending price levels. 

Indexes developed to express the re- 


490) 


lationship of current year cost prices to 
beginning inventory cost prices can | 
adjusted to reflect the current year cos, 
relation to the LIFO cost base of the 
first year of its adoption. 

I had the privilege of presenting 
these various mechanics of practical 
application of the dollar value method 
before the Central States Accounting 
Conference held in Chicago in May 
1941 under the joint auspices of a 
group of State Societies of Certified 
Public Accountants, Loyola University 
and the American Institute of Account- 
ants and the proceedings of this Con- 
ference were published at that time. 

In the early 40’s, a number of com- 
panies with heterogeneous inventories 
decided to adopt LIFO, using. this 
dollar value method even though it 
was not then specifically covered in 
the regulations issued by the Commis- 
sioner of Internal Revenue. ‘These 
companies included a few manufac- 
turers, wholesalers and retailers. It 
was anticipated that this would meet 
with opposition. However, the issue 
was fought out in the Tax Court 
(Hutzler Bros. v. Commissioner, 8 TC 
14) and finally in 1947, it was held 
that the Internal Revenue Bureau's 
interpretation of the law had been too 
restrictive and the position of the few 
companies that had so boldly stood firm 
on behalf of the LIFO principle, was 
upheld. In November of 1949, the In- 
ternal Revenue Bureau amended its 
regulations to permit practically any 
company, regardless of the nature of 
its business, to use the so-called LIFO 
“dollar value method”. 

The important point is that today 
complexities of inventories, or changes 
in product, manufacturing schedules or 
methods, no longer present obstacles as 
far as the adoption of LIFO is con- 
cerned. Methods have been worked 
out and precedents established. It is a 
perfectly practical principle of business. 
In view of this fact, why are not more 
companies adopting LIFO? 

That brings me to the nub of my 
discussion today. As I told you earlier, 
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the reason has to do with one provision 
if the current Internal Revenue Code. 
‘This is the requirement that once a 
company goes on LIFO, the beginning 
cost values assigned to the inventory 
remain a floor for inventory pricing 
for all future income determination. 
Let me explain that further. 

Suppose in these present days of in- 
flated prices, a company which had 
been misled by the original restrictive 
interpretations associated with LIFO 
administration in 1940, when prices 
began to move upward, now adopts 
LIFO and then in a year or two prices 
start to go down. Suppose the price 
index figured at 100 today would rise 
to 120 and then drop to 70. Under 
LIFO this company, with a starting 
inventory of $100,000, would be com- 
pelled to continue to value that inven- 
tory at $100,000 (assuming quantities 
had remained constant) even though 
its current cost dropped to $70,000. In 
short, the company would be denied 
the right to take this $30,000 loss as a 
tax deduction although it could have 
used this loss if it had deferred its 
adoption of LIFO until the index of 
70 had been reached. 

It is this feature—the desire to take 
advantage tax-wise of a precipitous 
price decline—that makes many com- 
panies hesitate today to go on LIFO; 
and it deals entirely with unknown 
future price trends. 

Are we headed today toward an in- 
flationary spiral of indefinite duration? 
If so, there would be no question but 
that everybody should go on LIFO at 
once. But the mere thought of per- 
petual inflation,—inflation to the point 
of disaster,—is, we certainly hope, in- 
conceivable. 

lf future trends follow past history, 
the time will come, after the present 
emergency is past, when the forces of 
competition and the law of supply and 
demand will again re-assert themselves 
and the price trend will again turn 
downward. There is furthermore, in 
the future, the probability that eventu- 
ally we are due for a corrective reces- 
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sion. If this comes, how far will it go? 
Certainly no company would want to 
find itself permanently anchored to an 
inventory valuation which proved to 
be substantially higher than current 
values. 

An amendment is being proposed to 
Congress to remove this obstacle which 
prevents many companies from adopt- 
ing LIFO today, great as may be their 
desire to prevent further inflation of 
their profits if prices continue to rise. 
The amendment is simply to the effect 
that when end-of-the-year cost prices 
go below those reflected in an indi- 
vidual company’s LIFO calculation, 
the company will at that time be per- 
mitted to adjust its LIFO cost base to 
the ending current cost or market for 
that year’s income determination and 
as a new LIFO cost base for future 
years’ income determination. While 
such an amendment will encourage the 
adoption of LIFO without further de- 
lay, it should not result in any reduc- 
tion in accumulated taxable income 
compared with what would have been 
reported had LIFO not been adopted 
until cost prices recede below the pres- 
ent cost levels. Let us take a simple 
example of this. 

Suppose on January 1, 1952, Com- 
pany A and Company B both have an 
inventory valued at $100. Company A 
goes on LIFO, Company B remains 
on FIFO and during the year, the price 
index advances from 100 to 150. 

Let us also assume that the quantity 
of year-end inventory remains the same 
in both cases. 

In that event, Company A which is 
on LIFO reports no inventory profit, 
where as Company B, which is on 
FIFO reports a $50 inventory profit 
and pays taxes on it. 

Now let us assume that in 1953 the 
price index goes back down from 150 
to 100, and quantities of inventory still 
remain the same. Company A, which 1s 
on LIFO still reports no change in in- 
ventory value. But Company B which 
is on FIFO has a $50 deductible loss. 
Thus with the price index back at the 
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starting point, they both stand even as In short, the proposed amendment 
regards cumulative taxable income. would remove the last obstacle to the 
3ut now suppose in 1954 the price immediate adoption of LIFO and to 
index drops to 80. At the end of 1954, the establishment of substantial uni- 
formity in inventory valuation. 
With LIFO everyone can speak of 
sarnings and profits as meaning posi- 
tive enrichment rather than imaginary, 
theoretical or transient profits, re sult- 
ing from mere fluctuations in the value 


Company B which is on FIFO reports 
a $20 loss. But Company A, which is 
on LIFO can’t do this but holds with 
its original $100 inventory valuation. 
In addition, Company B now adopts 


ae ae a ee SQ ase f Aaa 
LIFO and thus has an $80 base for of things we own. 


the future. Seer It seems clear, therefore, that any 

The amendment which is being pro- hindrance to the adoption of LIFO 
posed would not only permit Company should be removed so that we may 
A to go down to the $80 value the same progress tow ard realism. Thus, in con- 
as Company B when the drop in price _ sidering our business policies, wage and 
occurred, but would also permit Com- price adjustments—yes, when we de- 
pany A to establish this $80 as its new clare our earnings and profits for as- 
LIFO base for the future, thus estab- sessment of income and excess profits 
lishing an equal tax position with Com- taxes, we may then distinguish between 
pany B which deferred its adoption of fiction and fact—all in the interest of 
LIFO until prices receded. sound economy. 
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AN ADIRONDACK VIEW 


Our latest solution of the problem of responsibility statements in unaudited annual 
reports is as follows: 


TO: Mr. & Mrs. Ura Client, Partners 
d/b/a Mountain Appliance Company 
75 Main Street, Somewhere, N. Y. 


This is your annual financial report. It has been prepared from your books after 
the usual adjustments at the end of the year for inventories as reported, depreciation, 
accruals, etc. 

During the year we have done your general ledger accounting. We do not audit 
your accounts and no assets and liabilities from outside sources to an extent sufficient 
to permit this to be an audit report with an opinion by a certified public accountant. 

Various schedules and statements in this report are in comparative form. A state- 
ment of the source of funds and their use is shown; and also, an analysis of the change 
in profit from the previous year. 

This statement is signed; it is on our office letterhead; it is the first sheet in the report. 
which is riveted into an imprinted gray cover. 

Tomorrow we may have a better wording for this statement, but we think it will still 
be brief, to the point, definite, and on our professional letterhead. When we can't sign a 
covering stz wensent for a report we issue, we won't issue it; when we can’t sign a check we 
issue, we won't issue that either—unsigned checks have such a low social standing! 


Leonarp Houcuton, CPA 
Of the Adirondack “Chapter” 
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The Accountant’s Responsibility for the 
Reporting of Events Occurring Subsequent 
to the Balance Sheet Date 


By JosepH A. WIsEMAN, C.P.A. 


geen statements are prepared 
periodically for the purpose of pre- 
senting a report on the progress of man- 
agement. They deal with the current 
status of the owners’ investment in the 
business and the results accomplished 
during the period under review. They 
reflect a combination of recorded facts, 
accounting conventions, and_ skilled 
professional judgments.! 

Financial reporting is a field in which 
competence, experience, integrity, and 
judgment often play a more important 
part than do rules. There are many 
well established accounting principles 
and auditing standards which are gen- 





JosepH A. WISEMAN, C.P.A., has 
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1 “Examination of Financial Statements” 


York, 1936), p. 1 


erally considered to be important in 
the preparation and verification of fi- 
nancial statements. These principles 
and standards, however, do not elimi- 
nate the need for the exercise of pro- 
fessional judgment on the part of the 
auditor, but they do narrow the area 
of its use. Perhaps the least settled 
group of required disclosures includes 
events which have taken place after 
the balance sheet date.? 

Generally speaking, the auditor’s 
function is to report upon the results of 
business transactions which have taken 
place up to and including the balance 
sheet date.’ It is a generally recognized 
auditing procedure for the accountant 
to gather information with respect to 
certain of the transactions and events 
which occur between the balance sheet 
date and the date of concluding the 
audit.4 However, a transaction or event 
occurring subsequent to the balance 
sheet date may have a material effect on 
the statement under investigation. Thus, 
the auditor’s judgment as to the value 
of an item on the balance sheet date may 
be affected by how it subsequently 


turned out to be.° 
Events which Determine the Accur- 
acy of Previously Made Estimates 
At the time the accounts are closed, 
the reporting firm must make certain 
estimates which affect its presentation 


(American Institute of Accountants, New 


Wilcox, Edward B., “Accountant’s Responsibility for Disclosure of Events After 
Balance Sheet Date” in The Journal of Accountancy, Vol. 89, No. 4 (April, 1950), p. 286. 


3 Committee on Auditing Procedure, State 
(American Institute of Accountants, New York, 1939), p. 4. 


sions of Auditing Procedure”, 


Byrnes, Thomas W., Baker, K. Lanneau and Smith, C. 


Ronald Press Company, New York, 1948), pp. 


ments on Auditing Procedure, No. 1, “Exten- 


Aubrey, “Auditing” (The 
592-593; Eggleston, DeWitt Carl, “Auditing 


Procedure” (Third Edition, John Wiley & Sons, Inc., 1947), p. 194. 

_ 9 Siegel, David S., “Normal Auditing Procedures for the Discovery of Events Occur- 
ring Between the Balance Sheet Date and the Time of the Audit” in The New York Certified 
Public Accountant, Vol. XVII, No. 9 (September, 1947), p. 572. 
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of related items in the balance sheet. 
For example, the estimated allowance 
for doubtful accounts affects the un- 
collected accounts receivable in estimat- 
ing the net realizable value for the 
statement. No matter how carefully 
this estimate is made, only subsequent 
events will demonstrate the true realiz- 
able value of these receivables as of the 
balance sheet date.® 

Those events which occur after the 
balance sheet date and which contain 
items that may form a basis for testing 
the fairness of prior estimates have been 
designated by Carman G. Blough as 
the “adjustment accounting group.” If 
the accountant were aware of them 
prior to the preparation of his report, 
proper effect would have been given to 
them in a balance sheet as of a date 
prior to that on which they occurred.’ 

Any transaction which is incomplete 
at the balance sheet date should be 
traced to the subsequent period, wher- 
ever possible, for the purpose of ascer- 
taining the eventual outcome in order to 
determine its status on the balance sheet 
date. It is often a question of the 
accountant’s judgment as to whether a 
certain liability is of sufficient impor- 
tance to require disclosure in the bal- 
ance sheet. It is entirely proper for the 
accountant to be guided by events sub- 
sequent to the balance sheet date con- 
cerning the status of the liability.? 


Events Which Do Not Affect 
Estimates of a Prior Date 
The auditor is necessarily present at 
the premises of the client company dur- 
ing the audit as well as for a period of 
time after the balance sheet date, since 
his field work requires time for comple- 


6 Idem. 


tion. During this period significant 
events, which do not directly affect 
related items on the balance sheet under 
examination, may come to his attention. 
Some of these events will cause entries 
or adjustments on the company’s books 
in a subsequent period. Such events 
have been described by Blough as the 
“future accounting group.” Some ex- 
amples follow. 

Most authorities feel that reporting 
of the destruction of a material portion 
of the company’s plant is of prime im- 
portance.!? Thus, if assets of a material 
amount which existed on the date of the 
balance sheet were subsequently de- 
stroyed prior to the date of certification 
it would be the obligation of the inde- 
pendent public accountant to disclose 
that fact. Some feel, however, that the 
disclosure of such a fact is not so im- 
portant, on the part of the auditor, as 
his examination of insurance coverage 
on the balance sheet date, to determine 
if the property was adequately insured 
against loss as well as expected earn- 
ings during the period between destruc- 
tion of the assets and the resumption 
of normal operations.!! 

A sale by the reporting company of a 
significant portion of its productive 
facilities is generally considered to be 
of sufficient interest to the reader of the 
statements, to warrant disclosure by the 
auditor, even if it occurred subsequent 
to the balance sheet date.!?_ In a similar 
manner the acquisition of a new plant 
or an additional enterprise would be an 
event of sufficient importance to cause 
comment in the company’s report.!° 

There appears to be unanimous 
agreement among accountants that if 
the client company is the defendant in 


7 Blough, Carman G., “Reporting Events Occurring Subsequent to Close of Fiscal 
Period” in The Journal of Accountancy, Vol. 83, No. 3 (March, 1947), p. 229. 


Siegel, op. cit., p. 574. 


9 Trouant, D. L., “Financial Audits” (American Institute Publishing Co., Inc., New 


York, 1937), p. 110. 


10 Jn the Matter of Potrero Sugar Company, 5 SEC (1939) 997. 


11 Siegel, op. cit., p. 574. 
12 Blough, op. cit., p. 230. 


13 Montgomery, Robert H., Lenhart, Norman J., and Jennings, Alvin R., “Montgomery's 
Auditing” (Seventh Edition, The Ronald Press Company, New York, 1949), p. 104. 
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Accountant's Responsibility for Events Occurring After the Balance Sheet Date 


a sizable lawsuit on the balance sheet 
date, that fact should be commented 
upon in the report or certificate.'+ A 
brief description of the nature of the 
case and disclosure of the amounts in- 
volved may have a significance to the 
investor or other person considering the 
report. It seems logical, therefore, to 
conclude that if such proceedings 
against the company were commenced 
subsequent to the balance sheet date 
but before the completion of the audit, 
it would be of equal significance to the 
person considering the report.!> 

Most authorities agree that signifi- 
cant changes in the capital structure of 
the company after the balance sheet 
date should be disclosed in the financial 
statements or comments as of the bal- 
ance sheet date.!¢ 

Other events, may come to the ac- 
countant’s attention which will not ordi- 
narily be recorded directly in the ac- 
counting records of the company at any 
time, because they are not transactions 
that are measurable in amounts of 
money.!’ This category of events has 
been labelled by Blough as the “non- 
accounting group.’18 A few examples 
of transactions or events which fall into 
this group follow: Changes in manage- 
ment; death of an important officer ; 
strikes or unionization of plant ; signing 
of an important marketing agreement ; 
loss of an important franchise; inven- 
tion of new products; development of 
new production methods ; signing of a 
long term lease ; and changes in regula- 
tory laws.!9 

It is possible that any one of the 
foregoing events may have a material 
effect on future operations and the fi- 
nancial position of the company. How- 


Company, New York, 1943), p. 931. 
15 Blough, op. cit., p. 230. 
16 Montgomery, op. cit., p. 104. 
17 Blough, of. cit., pp. 229-230. 
18 Blough, of. cit., p. 230. 
19 dem. 
20 Idem. 


ever, these events, as such, are ordinari- 
ly not entered directly in the accounting 
records.-” While most accountants rec- 
ognize the significance oi events of this 
type to a prospective investor or credi- 
tor, the danger exists that the account- 
ant who recognizes such an event, even 
in footnotes, may be projecting, by in- 
ference, a favorable or unfavorable ef- 
fect on future financial statements of an 
event whose ultimate actual significance 
is presently unknown. Furthermore, if 
these events had taken place during the 
year under examination, probably no 
comment on their occurrence would 
have been made by the accountant.?! 


Independent Accountant’s Responsi- 
bilities under Federal Securities Acts 
The main objective of the Securities 
Act of 1933 is to see that all of the facts 
with respect to the issuance of a secu- 
rity are truthfully told and that no ma- 
terial information is withheld. Accept- 
ance of the registration statement is 
based on full and fair disclosure of the 
financial affairs of the corporation and 
the character of the securities offered in 
interstate commerce.?? The 1933 Act 
provides that a registration statement 
shall become effective twenty days after 
filing with the Securities and Exchange 
Commission. However, the Commission 
has the power to declare the statement 
effective at an earlier date for valid rea- 
sons. On the other hand, it may issue 
a “stop order” and refuse to allow the 
statement to become effective until 
properly amended.?3 
Section 11 (a) of the Act provides 
as follows: 
“In case any part of the registration 
statement, when such part became effec- 


14 Paton, W. A., Editor, “Accountant’s Handbook” (Third Edition, The Ronald Press 


21 Hall, Carol F., “Types of Events Occurring After the Balance Sheet Date Requiring 


Consideration in the Presentation of Financial Statements” 


in The New York Certified 


Public Accountant, Vol. XVII, No. 9 (September, 1947), p. 569. 


22 Securities Act of 1933, preamble. 


) 


O57 


23 Securities Act of 1933, Section 8 (d). 
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tive, contained an untrue statement of a 
material fact or omitted to state a material 
fact required to be stated therein or neces- 
sary to make the statements therein not 
misleading, any person acquiring such se- 


curity may sue every 
accountant .. . who has . certified any 
part of the registration statement 


which purports to have been prepared or 
certified by him... .” 


The special significance of this sec- 
tion to the accountant is that the data 
contained in the registration statement 
must be complete and accurate as of the 
effective date.?* This date will obvious- 
ly be later than the date of the account- 
ant’s certification. Thus, the auditor's 
responsibility will not end with the 
completion of his field work.?> It means 
that during the period from the date of 
certification to the date when the regis- 
tration statement becomes effective, if 
any event occurred which materially af- 
fected any item in the statement, the 
auditor may be held liable for its omis- 
sion. Thus, for example, if, on the date 
of filing, a lawsuit was pending, for 
which no provision for an adverse deci- 
sion could reasonably have been made 
and, after the filing date, the decision 
went against the company, under this 
Act the information must be included 
in the report or the accountant may be- 
come liable for the omission of a mate- 
rial fact.26 

The Securities Act of 1934 requires, 
among other things, that issuers of se- 
curities, which are to be traded in on 
a national securities exchange, must file 
annual financial reports. Section 18 (a) 
of the Act provides that an accountant 
who certifies to a financial statement 
which was false or misleading with re- 
spect to any material fact may become 
liable therefor. Since a financial state- 
ment may be misleading whether it 
overstates or understates an item, it 
24 Montgomery, op. cit., p. 510. 
25 Idem. 

26 Ibid, p. 539. 
27 Ibid, p. 545. 
28 Thid, p. 540. 
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follows that the accountant should not 
allow the principle of conservatism to 
influence his judgment so as to result 
in a material understatement.?” 

Under the 1933 Act, an accountant 
may not be held liable provided that 
he can sustain the burden of proof that, 
after reasonable investigation, he had 
ground to believe that the statements in 
the registration statement, at the time 
it became effective, were: true; that 
there was no omission to state any ma- 
terial fact ; and that the statements were 
not misleading. The 1934 Act provides 
for liability against the accountant who 
makes a statement, in a report or appli- 
cation filed under the Act which, at the 
time it was made, was false or mislead- 
ing with respect to any material fact. 
No specific provision is made with re- 
spect to omissions. Under the later Act, 
the burden of proof is presumably on 
the person instituting the claim for 
damages, whereas under the 1933 Act 
the burden of proof would be on the 
defendant-accountant. 

While both laws impose a responsi- 
bility on the accountant who signs a 
statement to be filed with the Securities 
and Exchange Commission, it is the 
1933 Act which continues his responsi- 
bility, for the omission of a material 
fact, from the date of the balance sheet 
right up to the effective date. As a prac- 
tical matter, the accountant cannot keep 
his audit going continuously until the 
registration statement, filed under the 
1933 Act, becomes effective.?® As the 
effective date may be weeks or months 
after the filing date, it is frequently 
necessary to institute special steps for 
the discovery of such later events as 
may be material.?? 

The supplementary procedures that 
are generally suggested include a re- 
view of the books of account and in- 


Hurdman, G. Charles, “Supplementary Auditing Procedures for the Discovery ot 


Events Occurring Between the Balance Sheet Date and the Effective Date of Filing With 
the Securities and Exchange Commission” in The New York Certified Public Accountant, 


Vol. XVII, No. 9 (September, 1947), p. 577. 


496 


July 








G@ not 
1 to 
result 


hitant 
that 
that, 
had 
its in 
time 
that 
ma- 
were 
vides 
who 
ippli- 
it the 
lead- 
fact. 
h re- 
\ct, 
\ on 
for 
\ct 
1 the 


onsi- 
ns a 
rities 

the 
nsi- 
erial 
sheet 
rac- 
keep 
| the 
the 
; the 
nths 
ntly 

for 


S as 


that 
re- 
| in- 


ot 
With 
tant, 


luly 





Accountant's Responsibility for Events Occurring After the Balance Sheet Date 


terim statements of the company and 
an inspection of the corporate minutes. 
The auditor should also keep in touch 
with the client’s affairs by frequent 
conferences with officials and responsi- 
ble executives of the company.*” Events 
disclosed by such supplementary pro- 
cedures are not likely to be the basis for 
adjustments to the statements as of the 
balance sheet date. They are more likely 
to be of the “future accounting” or 
“non-accounting” groups. Of course, 
the test of materiality should be applied 
to each item. Extreme caution should 
be exercised by the accountant in ex- 
pressing an opinion. Ordinarily, the 
public accountant should do no more 
than recite the facts, state the source 
of his information, and indicate that 
the events occurred in a period which 
was not audited.*! 

Where a report is filed under the 
1934 Act, the accountant should make 
some review of transactions subsequent 
to the balance sheet date up to the sign- 
ing date. However, it does not appear 
that the accountant would be required 
to review transactions subsequent to the 
filing date.%2 

It should be emphasized that even 
though these precautionary measures 
are common practice, most authorities 
feel that the independent accountant 
cannot accept the same type of responsi- 
bility for the ascertainment of material 
events occurring after the close of the 
fiscal period as he does for events which 
occurred during the period covered by 
the financial statements. There appears 
to be a strong feeling that such a re- 
sponsibility would exceed the limits of 
a reasonable investigation contemplated 
by the law, and would probably be 
impossible of fulfillment.%s 

While the courts of law have not as 
yet decided any cases in which damages 


30 Idem, 
| Tbid, pp. 577-578. 
Trouant, op. cit., pp. 179-180. 


have been assessed against a public ac- 
countant for the omission of a material 
post-balance sheet date event, there are 
decisions under the Securities Act of 
1933 in which the Commission’s opin- 
ions on the subject have been voiced. 
In a number of reported cases financial 
statements were held to be misleading 
because of failure to disclose, by foot- 
note or otherwise, events subsequent to 
the date of the financial statements, 
which materially affected the reported 
financial position or the results of 
operations.*+ 

Although the Commission has stated 
that it believes that the accountant 
should adopt a liberal attitude towards 
the problem and “make appropriate dis- 
closures even though in an individual 
case the clear necessity therefor might 
not appear,’’%> a conclusion that may be 
drawn from the law and the cases is 
that financial statements will be held to 
be deficient only if they fail materially 
to give fair indications of carning 
power.°® 


Some Guiding Principles 

Although a balance sheet purports 
to reflect the financial condition of a 
business as of a specific date, it is sel- 
dom issued until a later date. The ac- 
countant should disclose any transac- 
tion or event that occurred subsequent 
to the balance sheet date, which is so 
significant as to have a material effect 
upon the financial condition of the busi- 
ness or its earning power; otherwise 
the financial statements may be consid- 
ered misleading as of the date of 
issuance’? 

The accountant must be certain that 
material facts are fully disclosed and 
that the financial condition on the bal- 
ance sheet date is not in any way mis- 
represented. In arriving at his opinion, 


Byrnes, of. cit., pp. 592-593; Montgomery, op. cit., p. 511. 
Leland, Thomas W., editor, “Contemporary Accounting” (American Institute of 
Accountants, New York, 1945), Chapter 38, p. 13. 
5 In the Matter of Potrero Sugar Company, Supra. 


6 Wilcox, op. cit., p. 293. 
’ Idem; Siegel, op. cit., p. 572. 
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the accountant must consider post-bal- 
ance sheet date events ; however, in this 
area his opinion will be guided pri- 
marily by good faith and professional 
judgment. 

The interval of time between com- 
pletion of the field work and certifica- 
tion of the report is a period in which 
the accountant is not in close contact 
with the client’s books or affairs. Dur- 
ing such a period, events may occur 
which would be disclosed only by 
means of a special examination. 


It has often been suggested that the 
responsibility of the public accountant 
might be limited by dating his report 
as of the date of termination of the 
field work. Such action might serve to 
limit the legal responsibility of the 
accountant for events up to an indi- 
cated date. He might thus sustain a 
position which would result in a proper 
limitation of his responsibility.s8 How- 
ever, most authorities point to the cus- 
tom of dating the certificate on the date 
on which the accountant signs it (or 
the date it is typed) rather than, say, 
the date of completion of the audit or 
of the field work.%? 

The answer to the problem, how- 
ever, is not primarily dependent upon 
a determination that events occurring 
after the close of the fiscal period may 
have material significance to the reader 
of the financial statement. But rather, 
the respective responsibilities of man- 
agement and of the independent ac- 
countant, for reporting material events 
and transactions subsequent to the bal- 
ance sheet date, must both be consid- 
ered.7° 


38 Hall, op. cit., Pp. 570. 


39 Greidinger, B. Bernard, “Preparation and Certification of Financial Statements” 
(The Ronald Press Company, New York, 1950), p. 334. 


40 Blough, op. cit., p. 230. 
41 Idem. 


42 Hall, op. cit., p. 571; Montgomery, op. cit., p. 104. 
43 Securities Act of 1933, Release No. 324. 


44 Blough, op. cit., p. 233. 
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It may be said that the primary re- 
sponsibility for ascertaining and dis- 
closing material transactions or events 
which have occurred subsequent to the 
balance sheet date rests with the man- 
agement.*! However, where, as a re- 
sult of his review of the company’s 
transactions, or from any other source, 
the independent accountant obtains 
knowledge of material facts which 
would make the financial statements, 
already prepared, misleading or untrue, 
he is duty bound to disclose such in- 
formation in his report.4? The require- 
ment of the Securities Act of 1933, in 
this connection is clear and unequivo- 
cal. It requires the accountant to bring 
to the attention of the Commission any 
such events which may come to his at- 
tention after the certification date, but 
before the effective date.*% 

The respective responsibilities of 
management and of the independent 
accountant for reporting material 
events and transactions subsequent to 
the balance sheet date, in the annual 
reports filed with the Securities and 
Exchange Commission, under the 1934 
Act, are generally considered to be the 
same as those of each in the case of 
annual reports to stockholders.**4 

The writer feels that the accountant 
should attempt to limit his responsi- 
bility for post-balance sheet date events 
to a reasonable point of time, namely, 
the date of completion of his field work, 
by dating his certificate as of that date, 
provided, of course, that the report is 
issued within a reasonable time there- 
after and, also, that it is not part of a 
registration statement filed under the 
Securities Act of 1933. 
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Internal Control and the Interim Audit 


By JoserpH Recut, C.P.A. 


HE call to be on guard against error 
6 ear fraud is a very important factor 
in the business world. The defense is 
through the medium of a sound and 
tested system of internal control. When 
theft by an employee is discovered, it 
usually is found to be the result of lax- 
ity and complacency by management. 

As applied to accounting, fraud con- 
stitutes any act or omission to act of 
a deceitful and therefore dishonest na- 
ture, or negligence so gross as to con- 
stitute fraud, the result of which is to 
deprive the rightful owner of his prop- 
erty without his permission or knowl- 
edge. The prevention of fraud through 
proper internal accounting control is 
much more desirable than the detection 
of fraud. The review of the internal 
control methods used by the client con- 
stitutes one of the tasks of the ac- 
countant. 

The best way to minimize fraud is to 
place the possibility of the act beyond 
the reach of every person who may be 
tempted. In order to control fraud, one 
must be familiar with the methods by 
which frauds are perpetrated. Some of 
the forms of fraud are: 

I—Omission in the accounting for cash 

receipts 


2—Fraudulent disbursements 
3—Theft of securities 
4—Misappropriation of funds 


—Theft of merchandise 


The combination of honest manage- 
inent and a sound system of internal 
control constitutes the best deterrent to 
an attempt at fraud. 

Internal control is a system within 
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an organization which prescribes the 
division of authority, the responsibili- 
ties for all activities and their direction 
and recording, for the purpose of creat- 
ing a smooth, efficient operating pro- 
cedure, so arranged that a degree of 
check and restraint exists, resulting in 
the accomplishment of the organization 
purposes with a minimum of waste. 
Auditors must constantly keep in mind 
the fact that they cannot afford to relax 
their auditing procedures because of 
the existence of a system of internal 
control, and that it will not replace 
their testing procedures. The presence 
or weakness of a system of internal 
control merely gives the external audi- 
tor a basis on which to make a deter- 
mination of whether to expand or limit 
his examination procedures. 

In reviewing the system of internal 
control, the auditor should bear the 
following factors in mind: 

1—Has the organization increased in size 
and has its operation become complex 
and varied? Successful management 
then becomes more dependent on in- 
terim reports and analyses, as a guide 
and basis for forecast. 

2—Since it is management’s foremost re- 
sponsibility to safeguard the assets of 
the entity through the prevention and 
detection of errors and frauds, it must 
install and maintain an adequate sys- 
tem of internal control to discharge 
that responsibility properly. In turn, 
the auditor should constantly be on 
guard to point out any weaknesses in 
the system of internal control. 

3—A properly operated system of internal 
control affords protection against hu- 
man weaknesses. Constant check and 
review reduces the possibility that 
errors or fraudulent attempts will re- 
main undetected for any prolonged 
period, and enables management to 
place greater confidence in the re- 
liability of financial reports submitted. 

4—Independent public accountants de not 
make detailed audits of most companies, 
because the circumstances in the particu- 
lar cases make detailed auditing un- 
necessary for the auditor to reach a 
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soundly based opinion. Auditors have to 
rely on a properly functioning system 
of internal control as a means of con- 
trolling the many day-to-day transac- 
tions. 


The elements of a satisfactory system 
of internal control are: 
1—A proper organizational plan for the 


entire organization, specifying and del- 
egating the managerial authority and 


responsibilities of the various execu- 
tives. 
2—A precise record of the established 


policies and practices to be followed in 
the performance of duties by all depart- 
ments. 

3—A clear understanding of the division 
of the recording and accounting pro- 
cedures necessary to provide proper 
accounting control over assets, liabili- 
ties, income and expenses. 

4—The employment of qualified personnel 
in the carrying out of the various re- 
sponsibilities reposed, with provision 
for periodic vacations. 

5—The delegation of sufficient executive 
personnel to duties whose performance 
will provide the integrity of the financial 
accounts, through adherence to the pre- 
scribed accounting procedures and the 
related protective system of internal 
control. 


In reviewing methods of internal 
control, the procedures will vary with 
circumstances encountered by the audi- 
tor. In many cases a system, however 
excellent its original plan and installa- 
tion, becomes weak and ineffective be- 
cause of the discontinuance of certain 
checks and balances (in many instances 
unknown to management itself), there- 
by impairing the mechanisms of the 
internal control. The application of a 
system of internal control is effected 
by human beings. As human beings 
are subject to weaknesses and tempta- 
tions, in many instances they also be- 
come lax in the carrying out of the 
internal control procedures. As _ part 
of his audit procedure the independent 
auditor ascertains whether there is ade- 
quate internal control and whether the 
internal control is, in fact, being applied 
and ‘carried out as it was planned. It 
is management's responsibility in the 
first instance to provide and maintain 
a satisfactory system of internal control. 
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Some practical methods of testing 
the efficiency of internal control proce- 
dures during interim audits are as 
follows: 

1—-In a good many instances, it is 

entirely feasible and desirable to 
confirm accounts receivable and 
accounts payable once or twice 
during the year, during interini 
examinations. The use of such 
confirmations carries with it the 
surprise element which is_ fre- 
quently lost on year-end confir- 


mations. 
2—For the same reason, where a 
perpetual inventory system is 


maintained, it is possible to ob- 
serve the taking of a portion of 
the inventory on each interim 
examination and compare the re- 
sult with the perpetual inventory 
records. 

3—Unexpected physical examina- 
tions and counts of securities and 
negotiable instruments will some- 
times reveal irregularities. 

4—A review of the methods of re- 
ceiving and disbursing of com- 
pany funds to see that they are 
effectively controlled and that no 
one individual has full charge or 
control may be advantageously 
performed during the fiscal pe- 
riod. 


The same is true of a study of 
the method of receiving and dis- 
bursing petty cash funds. ‘The 
auditor should note that all dis- 
bursements to the fund are prop- 
erly reflected therein, and that 
all payments from the fund are 
properly authorized and substan- 
tiated by relevant data. An actual 
count of the fund should be made 
by the auditor at the time of the 
examination and reconciled with 
the interim balance. It is impor- 
tant that amounts in petty cash 
vouchers should be written out 
instead of stated in figures, thcre- 
by minimizing the possibility of 
increasing amounts. 
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A detailed record of each item of 
equipment or machinery owned 
should be kept by the company. 
The auditor should periodically 
review the system of internal con- 
trol with respect to the authority 
for each item purchased, as well 
as the fact of its actual receipt 
and installation. An interim ex- 
amination provides an excellent 
opportunity for this check-up. 


—There is a common misconception 


that internal control is only for 
large companies. A little study 
on the part of the auditor during 
interim engagements will point 
up the possibility of some very 
effective methods of internal con- 
trol, even in a small concern hav- 
ing but a single bookkeeper. For 
example, in smaller concerns 
which pay wages in cash and 
where no other means of vouch- 
ing the items on the payroll 
exists, it is advisable for the own- 
er to review and authenticate the 
payroll each week. This is a 
very effective check against pay- 
roll padding, for in such concerns 
the owner usually has intimate 
knowledge of who his employees 
are and how much they should 
be paid. Of course, the arith- 
metical accuracy of the payroll 
must still be accounted for. 
Another procedure of internal 
control applicable to a small com- 
pany is the designation of a re- 
sponsible party to sign checks on 
the basis of properly approved 
vouchers. The auditor should 
also see to it that these vouchers 
are effectively mutilated after 
payment, so as to make difficult 
their fraudulent re-use. Compli- 
ance with these procedures may 
be effectively tested on interim 
engagements. 
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‘by each accounting firm. 


8—In order to detect unauthorized 
credits in the manipulation of ac- 
counts receivable, the auditor 
should ascertain that the system 
of internal control affords reason- 
able assurance that all accounts 
receivable written off as uncol- 
lectible and all credits issued have 
been properly authorized and that 
all bad debts recovered have been 
properly accounted for. This 
program item may also be carried 
out on interim engagements. 


There are numerous methods of fil- 
ing and indexing working papers, es- 
pecially insofar as they deal with the 
subject of internal control. These 
methods and practices will vary in ac- 
cordance with the system found feasible 
Many ac- 
counting firms keep a running perma- 
nent file, which contains information 
of continuing importance. The initial 
and subsequent review of the methods 
of internal control should be made a 
part of this permanent file, since it is 
of primary and continuing importance. 


In the initial audit, the auditor should 
make an exhaustive study of the system 
of internal control with respect to the 
methods in use as well as to their, effec- 
tiveness. It is necessary that the audi- 
tor should review these notes in subse- 
quent audits, for the purpose of noting 
changes that might have occurred dur- 
ing the intervening period. For the 
end-of-year audit, the annual papers 
should contain a separate internal con- 
trol file, listing the various tests made 
by the auditor during the year to ascer- 
tain the effectiveness of the methods 
employed. If any weaknesses in the 
system of internal control have been 
found, corrective measures should be 
recommended. 
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Conducted by BENJAMIN Harrow, C.P.A. 


The Receipts Factor in the 

Allocation Formula—Interest 

A corporation is in receipt of interest 
on a federal tax refund and the ques- 
tion has been asked as to the extent, 
if any, to which such interest income 
affects the allocation of income to New 
York under the receipts factor. 

Interest income may be subsidiary 
income if it is derived from subsidiary 
capital; investment income, if derived 
from investment capital; or business 
income, if it cannot be classified as 
subsidiary income or investment in- 
come. 

The Regulations (Art. 413(5)) in- 
clude in any receipts allocable to New 
York a catch-all classification of re- 
ceipts not specifically mentioned in 
other paragraphs thereof. The particu- 
lar sentence reads, 

“Receipts from the following are alloca- 
ble to New York... 
5. All other business receipts earned in 


New York.” 
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Interest on a federal tax retund is in- 
cludible in entire net income, and in 
our opinion, would come under the 
classification of all other business re- 
ceipts. Such income would therefore 
be allocated to New York. 


Dividend Payments on Short Sales 


A trader in the market who sells 
stock short sells something he does not 
own. Nevertheless, he must deliver the 
stock to the purchaser. This he does 
by borrowing the stock through his 
broker from some one who does own 
the stock he is selling. At some future 
time the seller will cover the sale by 
purchasing the stock in the open 
market. At that time the lender of the 
stock will get back the stock that was 
borrowed. 

During the time that the trader is 
short of the stock the corporation may 
declare a dividend. This places an 
obligation upon the trader to make a 
payment to the lender equivalent to the 
dividend. What is the nature of this 
payment from a tax standpoint? Is it 
an ordinary deductible expense, a cap- 
ital deduction or an additional cost of 
the stock sold short? 

Under the Internal Revenue Code 
it has been held that such payments are 
ordinary deductions. The question has 
been asked whether such payments are 
deductible under the state income tax 
law and, if so, whether they are ordin- 
ary deductions or capital deductions. 
Capital gains are defined in the law as 
gains from the sale or exchange of 
capital assets less capital deductions. 
A short sale comes within the meaning 
of sale or exchange. 

A capital deduction is defined in Sec. 
350.17 as one generally allowed under 
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the section of the law covering deduc- 
tions which the Tax Commission de- 
termines to be properly allocable to 
or chargeable against capital assets 
sold or exchanged during the taxable 
year. The Regulations (Art. 485b) 
say that these deductions are limited 
to those directly connected with the 
sale. In our opinion, payments made 
by a short seller because of a dividend 
declared on the stock come within the 
definition of capital deductions. The 
regulation gives as examples of capital 
deductions, broker’s commissions, stock 
transfer taxes, legal expenses incurred 
to complete the sale, and other similar 
expenses. A payment made by reason 
of the dividend is not specifically men- 
tioned, but it would appear to be an 
expense incurred to complete the short 
sale. 


Foreign Corporation Ceasing 
to do Business 


A foreign corporation wishing to do 
business in New York is required to 
obtain a certificate of authority from 
the Secretary of State. Regardless of 
whether the corporation qualifies form- 
ally to do business in New York, it may 
still be subject to the license fee and the 
annual franchise tax. 

When the foreign corporation ceases 
doing business in New York it is re- 
quired to file a return (Form 15CT) 
indicating this fact. This eliminates the 
name of the corporation from the list 
of corporations required to pay an an- 
nual franchise tax. Among other 
things the form calls for a statement 
of the net income finally determined by 
the Treasury Department as a result 
of final audits made for prior years. 
An officer of the corporation is also re- 
quired to state under oath that he 
realizes 

“the obligation to secure blanks and make 

returns ... in event the corporation again 

acquires assets located in New York State 
or again maintains a place of business 
therein or regularly has an officer, agent, 
or ther representative in New York 
State. 
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Real Estate Company Classification 

Investments in other corporations 
may affect the classification of a real 
estate corporation. It may invest up 
to 10% of its average gross assets in 
other companies and still be taxed as a 
real estate corporation. It may, in addi- 
tion, own 100% of the stock of another 
real estate company without losing its 
classification. However, if it owns less 
than 100% of the stock of a real estate 
company, it will be taxed as a business 
corporation under Article 9A, unless 
the investments in all companies (in- 
cluding the real estate company) are 
not over 10% of its average gross as- 
sets. 

For example, a real estate corpora- 
tion has 9% of its average gross assets 
invested in business corporations and 
1% in a real estate corporation. The 
investment in the real estate corpora- 
tion represents a 10% control of the 
company. The corporation will be 
taxed as a real estate corporation. 

Suppose the real estate corporation 
owns 100% of the stock of another real 
estate corporation, and this represents 
10% of its average gross assets. In 
addition 9% of its average gross assets 
is invested in business corporations. 
The corporation will still be taxed as a 
real estate corporation. 

But if the real estate corporation in- 
vests 2% of its average gross assets 
in a real estate corporation and this 
investment represents a 20% control- 
ling interest and, in addition, it invests 
9% of its average gross assets in stock 
of business corporations, it becomes 
taxable as a business corporation. 


Unemployment Insurance 
Law—Coverage 


Liability for contributions extends 
to an employer who employs in his 
home four or more persons on fifteen 
or more days in any calendar year. 
(Art. 18, Labor Law, Sec. 560). 
Persons employed in private homes are 
considered separately from persons em- 
ployed by the same employer in a busi- 
ness. 
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Liability can be avoided if the em- 
ployees and the employment are prop- 
erly spaced. For example, suppose an 
individual regularly employs a cook 
and a chambermaid. In addition, the 
individual employs a laundress on 
Monday and Tuesday of each week. 
The employer now has three employees 
on two days of each week. If the em- 
ployer were to employ an additional 
helper in his home once or twice a week 
and that additional helper worked on 
Monday and Tuesday, in the eighth 
week the employer would become sub- 
ject to the Unemployment Insurance 
Law, because in the calendar year he 
has employed four employees on fifteen 
or more days. However if the fourth 
employee worked on Wednesday and 
Thursday, the employer would not be 
subject to the law, since he does not 
have four employees all working on the 
same day for fifteen or more days in 
anv calendar year. 

Reports and payments of contribu- 
tions by an employer not previously 
subject to the law become due for the 
first time by the last day of the month 
following the close of that calendar 
quarter during which the 15th day of 
employment of four persons occurred. 
At that time the employer is required 
to file separate reports and pay con- 
tributions for each previous quarter 
during which the four employees were 
employed in that calendar year. 

If householders are not fully familiar 
with the law concerning coverage they 
may inadvertently find themselves sub- 
ject to the Unemployment Insurance 
tax. A little foresight may readily pre- 
vent the incidence of the tax. 


Foreign Corporation Engaged 
Exclusively in Interstate Commerce 
After eight vears and eight different 
court decisions, the U. S. Supreme 
Court has now ruled! that a qualified 
foreign corporation engaged exclusive- 
ly in interstate commerce is not sub- 
ject to a state tax “for the privilege of 
1 Spector Motor Service, Inc. v. Dennis P. 
Court, March 26, 1951, rev’g. C.C.A. (2), 181 
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carrying on or doing business within 
the state.” The power to tax such a 
privilege is vested exclusively in Cong- 
ress. This is so even though the tax 
is apportioned fairly to business done 
within the state. 

The Spector Motor Service, Inc. is 
a Missouri Corporation engaged ex- 
clusively in interstate trucking. It had 
two pick-up and drop-off terminals in 
Connecticut under leases. It owned 
about $2,000 of office furniture located 
in Connecticut. It made no intrastate 
pick-ups or deliveries. It did operate 
in the state pick-up trucks which it 
leased from their owners to deliver 
and pick up less-than-truck-load lots 
of merchandise for interstate hauling. 

This may be a short-lived victory for 
the taxpayer, since the court suggested 
methods by which the states could 
validly tax foreign corporations. “The 
incidence of the tax provides the an- 
swer.” “Even though the financial bur- 
den on interstate commerce might be 
the same” a tax levied “as compensa- 
tion for the use of highways or in lieu 
of an ad valorem property tax’? would 
be valid. Three judges dissented. They 
pointed out that the only fault with 
the Connecticut law was that it failed 
to use the right tag. The effect of the 
decision is that the taxpayer will not be 
required to pay the tax for the years 
1937 to date and other taxpayers in 
other states under similiar laws will 
recover past collections by suits for 
refund. Undoubtedly states will re- 
word their law in line with the Court’s 
opinion and collect the same amount 
of tax under a different name. 


Deduction for Traveling Expenses 

The May 7th issue of the Lawyers 
Weekly Report published by Prentice- 
Hall, Inc., contains an excellent dis- 
cussion of the deduction for traveling 
expenses. This deduction includes 
fares, meals, lodging, and related ex- 
penditures while away from home. The 
leading case on the subject is Coii’r. 
O’Connor, Tax Commissioner, U. S. Supreme 
F (2d) 150. 
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y. Flowers.2. In this case an attorney 
was required to work at the main office 
of a railroad at Mobile, Alabama. He 
resided in Jackson, Miss., where he 
continued to maintain his home. He 
took a deduction for meals and lodging 
while at Mobile, and also traveling ex- 
penses from Jackson. The Supreme 
Court denied the deduction. Courts 
have denied the traveling expense de- 
duction to a taxpayer who maintains a 
home at a place other than the place of 
his trade or business. In the Flowers 
case the Court did not decide this issue. 
It based its opinion on the fact that the 
expenses were not incurred in the pur- 
suit of business. The expenses resem- 
bled more a non-deductible expense of 
commuting to work. Said the Court, 
“Business trips are to be identified in 
relation to business demands and_ the 
traveler's business headquarters.” 


Where a taxpayer conducts two 
businesses at two locations, deductions 
are allowed for the time spent away 
from the principal business.’ The prin- 
cipal place of business is generally the 
place where you spend the greater pro- 
portion of your time and earn the most 
income. 

Reimbursed expenses are includible 
in gross income, a deduction being per- 
mitted for all proper expenses. Pren- 
tice-Hall points out that where reim- 
bursed expenses are separately stated, 
they may be excluded in computing the 
portion of the payment which con- 
stitutes wages, for social security or 
withholding purposes. However the 
employer must submit an information 
return (Form 1099) showing the 
amount of such reimbursement. The 
Income Tax Bureau requires a state- 
ment attached to the return listing the 
number of days a taxpayer was away 
from home during the year on business, 
the expenses of meals and lodging while 
away, and the other incidental ex- 
penses. If a taxpayer uses his own 


2 326 U. S. 465. 
3 Sherman, 16 TC (No. 42). 
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car, the costs of operation, maintenance 
(including depreciation) and storage 
charges are deductible. Taxpayers are 
familiar with letters sent by the New 
York State Income Tax Bureau re- 
questing similar information of deduc- 
tions for traveling expenses. In each 
case the Bureau asks whether the tax- 
payer has been reimbursed for any 
portion of the expense. Usually tax- 
payers who travel are reimbursed in- 
directly through the salary they receive, 
which may be intended to cover ex- 
penses for necessary traveling. The 
Bureau frequently asks why the tax- 
payer is not reimbursed for his travel- 
ing expenses. 

In one recent case? a taxpayer, who 
owned and operated a farm in Ohio, 
also worked in Pennsylvania. His 
home for tax purposes was Ohio. The 
Court allowed his traveling expenses 
to Pennsylvania. Living expenses were 
not allowed only because the taxpayer 
failed to substantiate the amount. In 
another case> a taxpayer who owned 
and operated a farm in Massachusetts, 
where he lived, worked in New York 
for one-third of the year. He derived 
almost all of his income from New 
York. For tax purposes New York 
was his home and, therefore, living 
expenses while in New York were dis- 
allowed. 


Unincorporated Business Tax— 
Traders and Dealers 


A and B are partners in a stock ex- 
change firm. They trade in securities 
for their own benefit and do no broker- 
age business. C is taken in as a partner 
and the activities of the firm are ex- 
panded to include over-the-counter 
dealings, C being a specialist in this 
market. The firm acts as a broker in 
the over-the-counter market. The firm 
is now classified as a dealer as well as 
a trader. A dealer is subject to the un- 
incorporated business tax, while a 


4 lVinterhalter, T.C. Memo, March 23, 1951. 


Treanor, T.C. Memo, April 6, 1951. 
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trader is not. The question is asked 
whether the entire income of the firm 
will now be subject to the unincorpo- 
rated business tax. The answer is no. 
Only the income as dealer is so taxed. 
Sut it will be necessary to keep the in- 
come properly segregated. Otherwise, 
all the income may be subject to the 
tax. 

While the terms “trader” and “deal- 
er” have never been precisely defined, 
it would seem that a “trader” in se- 
curities is simply a private investor or 
speculator, having no customers as 
such, while a “dealer” in securities defi- 
nitely holds himself out to the public 
as maintaining a stock of securities 
which he offers for sale to a regular 
clientele. 


Gross Receipts Tax— 

Base Period 

This is an excise tax for the privi- 
lege of doing business in the City of 
New York. The current privilege pe- 
riod commenced July 1, 1950, and runs 
to June 30, 1951, or any part of the 
year. The tax generally is based upon 
the gross income for the calendar year 
1950, if the taxpayer was engaged in 
business during the entire year. If the 
taxpayer was not engaged in business 
for the entire calendar year, the re- 
turns for the first two years have differ- 
ent base periods, in the second of which 
there is a doubling up of income. For 
example suppose a taxpayer com- 
menced business on July 1, 1950. The 
first return will be based upon the gross 
receipts for the period from July 1, 
1950, to June 30, 1951. The second 
return will be based upon the gross 
receipts for the calendar year 1951, 
which includes the receipts from Janu- 
ary 1, 1951, to June 30, 1951, already 
taxed in the first return. : 

Suppose a taxpayer commenced 
business on November 1, 1950. The 
first return will be based upon the gross 
receipts for the period from Novem- 
ber 1, 1950, to June 30, 1951, less than 
a full year. The second return will be 
based upon the calendar year 1951, 
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which includes the gross receipts from 
January 1, 1951, to June 30, 1951, al- 
ready taxed in the first return. 

Suppose a taxpayer commenced 
business on March 15, 1950. The first 
return will be for the privilege period 
ending June 30, 1950, and will be based 
upon the gross receipts for the period 
from March 15, 1950, to June 30, 1950. 
The second return (due June 15, 1951) 
will be based upon the gross receipts 
for the one year period from March 15, 
1950, to March 14, 1951, which in- 
cludes the gross receipts fom March 
15, 1950, to June 30, 1950, already 
taxed in the first return. The third 
return will be based upon the gross 
receipts for the calendar year 1951, 
which includes the gross receipts from 
January 1, 1951, to March 14, 1951, 
already taxed in the second return. It 
is not until the return due on June 15, 
1953, that the taxpayer will report asa 
basis for the tax the gross receipts for 
a full calendar year. 


Franchise Tax on Business Corpora- 
tions—Deduction for Contributions 
In its federal income tax return for 
1950 a corporation had a net operating 
loss carry over from 1949, By reason 
of the deduction for this loss it was 
unable to utilize a deduction for con- 
tributions, which under the federal law 
is limited to 5% of its net income. To 
what extent, if any, may the corpora- 
tion take any deduction for contribu- 
tions in arriving at entire net income 
under the state franchise tax law. 
Sec. 208.9 of Article 9A, in defining 
entire net income, states that it 
“shall be presumably the same as the en- 
tire net income which the taxpayer 1s 
required to report to the United States 
Treasury Department, except as herein- 
after provided . 
A net operating loss deducted in arriv- 
ing at federal net income is not de- 
ductible for franchise tax purposes and 
so is required to be added back to net 
income. Presumably this adjustment 
reinstates the deduction for contribu- 
tions, at least to the extent of the 5% 
(Continued on page 508) 
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Conducted by Louis H. Rappaport, C.P.A. 


Earnings Summaries in Prospectuses 


(Part II) 


Certificate with respect to 
summary of earnings 


In the June, 1951, issue of this maga- 
zine, we wrote about earnings sum- 
maries in prospectuses, their form and 
content, and the responsibility of the 
accountant who has reviewed the sum- 
mary. In this issue we consider the 
form of the opinion used by the ac- 
countant to make his report. 

The opinion covering his review of 
the summary may be furnished either 
as a part of the accountant’s certificate 
on the financial statements for the 
three-year period appearing in the pro- 
spectus, or in a separate report. In the 
first alternative, if the accountant has 
audited for the entire period covered 
by the summary and the formal income 
statement, his opinion may take the 
following form: 

We have made examinations of the bal- 
ance sheet of X Company as of December 
31, 19.., the related statement of income 
and earned surplus for the years 19.., 19.., 
and 19.., and the statement of income for 
the years 19.. to 19.., inclusive, which 
latter statement is included in this Pro- 
spectus under the heading, “Earnings.” 
Our examinations were made in accord- 
ance with generally accepted auditing 
standards, and accordingly included such 
tests of the accounting records and such 





Louis H. Rappaport, C.P.A., has 
been a member of the Society since 
1933. He is a partner in the firm of 
Lybrand, Ross Bros. & Montgom- 
ery, C.P.A’s., and is also a member 
of the American Institute of Ac- 
countants and of the American 
Accounting Association. 
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other auditing procedures as we considered 
necessary in the circumstances. 

In our opinion, the financial statements 
(pages ... to ..., inclusive) and the state- 
ment of income (page ...) present fairly 
the financial position of X Company at 
December 31, 19.., the results of its opera- 
tions for the years 19.., 19.., and 19.., 
and the results of its operations for the 
years 19.. to 19.., inclusive, all in con- 
formity with generally accepted accounting 
principles applied on a consistent basis. 


The foregoing certificate, insofar as 
it relates to the summary of earnings, 
is appropriate only if the summary con- 
forms to the recommendation previous- 
ly made that changes in earned surplus 
be disclosed. 

If the summary of earnings contains 
only data concluding with net income, 
the auditor cannot give an opinion that 
it presents fairly the results of opera- 
tions, and then his opinion may take 
the following form: 

Certificate in the usual form relating to 
the years 19.., 19.., and 19.., followed 
by— 

We had previously made yearly examina- 
tions, similar in scope to that indicated in 
the first paragraph above, of the financial 
statements which were reported by the 
Company for the years 19.. through 19... 
We have reviewed the summary of earnings 
which appears under the caption “Earn- 
ings” in this prospectus and, in our opinion, 
it presents fairly the net income and other 
data shown therein for the years 19.. to 
19.., inclusive, in conformity with gener- 
ally accepted accounting principles applied 
on a consistent basis. 


If the certificates covering the state- 
ments of any of the years were qualified 
and the need for the qualification still 
exists, the necessary qualifications 
should be included in the foregoing 
examples. 
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Letter Covering Review of 
Uncertified Earnings Summary 
The summary of earnings in the 

forepart of the prospectus usually cov- 

ers a period longer than that covered 
by the formal statement of income. In 
some cases the public accountant may 
not have been auditor during the entire 
period covered by the summary. AI- 
though the company may not engage 
him to examine and report upon the 
summary for the entire period, they 
may ask him to review the summary 
and issue a letter covering such review 

for their private information. Such a 

letter may take the following form: 
To the Board of Directors, 

X Company: 

We have reviewed the financial data for 
the years 19.. through 19.. which appear 
in the tabulation under the capticn ‘“Earn- 
ings” in the prospectus of X Company 
relating to (name of security). 

As explained in the headnote preceding 
this tabulation, the data therein were sum- 
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marized in part from the financial state- 
ments included in the prospectus and in 
part, with certain restatements, from state- 
ments included in annual reports of the 
company to its stockholders. Of the state- 
ments referred to, those for the years 1°,, 
through 19.. had been examined and re- 
ported upon by us and those for the years 
19.. through 19.. had been examined and 
reported upon by Messrs. ...........00. : 

In the course of our review now being 
reported upon we inquired into the nature 
and the amounts of the adjustments given 
effect to in the summary of earnings and 
reviewed with officers and employees of the 
company the accounting principles followed 
in the resulting restatements. Based upon 
our examinations and review and the re- 
POLS Ol INECSSESs.o.5:cis14.c siccclermarases sacs 
Je aaloacideomvere re: it appears to us that the 
information in the aforementioned sources 
has been properly summarized in the tabu- 
lation under the caption “Earnings” in the 
prospectus. 

It is understood that this letter is not to 
be reproduced, in whole or in part, or to 
be referred to in the registration statement 
or in any amendment thereto, or in the 
related prospectus or in any literature used 
in connection with the offering of securities 
covered by the aforementioned prospectus. 
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New York State Tax Forum 


(Continued from page 506) 


limitation on the adjusted entire net 
income. In our opinion the deduction 
for contributions would therefore be 
allowed as so adjusted. 

The statute itself is not clear as to 
the extent to which a deduction for con- 
tributions is allowed. There is, to be- 
gin with, no specific limitation of 5%, 
except to the extent that federal net in- 
come is the starting point for deter- 
mining entire net income. Does the 
state therefore limit this deduction to 
the specific amount determined under 
the federal law? That is a possible in- 
terpretation, although it could result in 
inequities. For example, under the 
franchise tax law entire net income 
includes interest income exempt fed- 


6 For further discussion see Harrow, N. 


(1951, Prentice-Hall, Inc.). 
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erally. In fairness to the taxpayer this 
adjustment to net income should carry 
with it any limitations, such as the 5% 
deduction for contributions which are 
dependent upon net income; in other 
words, the limitation, if any, should be 
computed on the basis of net income 
determined for franchise tax purposes. 

When a corporation properly makes 
any contribution to a charitable or 
educational organization its true net in- 
come is reduced by the full amount of 
the contribution. Since entire net in- 
come is only presumably the same as 
federal net income, it might well be 
argued that the deduction for contribu- 
tions is deductible without any limita- 
tion.® 


p. 91 


Y. State Income & Franchise Taxes, 


July 














1 state- 


and in 
n state- 
ot the 
e state- 
rs FS. 
and re- 
e€ years 
ied and 
V being 
nature 
Ss given 
igs and 
s of the 
lowed 
d upon 
the re- 


hat the 
sources 
e tabu- 

in the 


not to 
, or to 
itement 
in the 
re used 
“urities 
pectus, 


r this 
carry 
e 5% 
h are 
other 
ild be 
come 
OSES. 
nakes 
le or 
et in- 
int of 
t in- 
ne as 
Il be 
ribu- 
nita- 


. 9! 









| 


& 

















Notes on the New York State 
Unemployment Insurance Law 








Conducted by SAMUEL S. REss 


Illegal Employment 

The Unemployment Insurance Divi- 
sion has proclaimed its own “war” on 
illegal employment. Following in the 
wake of the Congressional Crime Com- 
mittee hearings, which had no direct 
connection with Unemployment Insur- 
ance, a special bulletin on illegal em- 
ployment was recently issued. 

It appears that employees of a num- 
ber of those illegal enterprises which 
were the target of the crime investiga- 
tors became unemployed and made 
their way to the local unemployment 
insurance office to file benefit claims. 
The Industrial Commissioner ruled 
that employment in an illegal enterprise 
for the performance of activities which 





SAMUEL S. Ress has been an As- 
sociate Member of our Society since 
1936. He is a member of the New 
York Bar and holds the Juris Doctor 
degree from the New York Univer- 
sity School of Law, and the B.B.A. 
degree from The City College (New 
York) School of Business and Civic 
Administration. He is a tax consult- 
ant and has been a specialist in the 
payroll tax field since the inception 
of Social Security and Unemploy- 
ment Insurance Laws in 1936. He 
has drafted legislation related to un- 
employment insurance, health insur- 
ance, wages and hours and work- 
men’s compensation. 

Dr. Ress, who has written a num- 
ber of articles which have appeared 
in The New York Certified Public 
Accountant, is a member of the 
Society’s Committees on Clothing 
Manufacturing Accounting and on 
Labor and Management. 
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constitute a violation of law is void, and 
that such employment cannot form the 
basis for rights to benefits. The reason 
given for the Industrial Commission- 
er’s holding is that: 


“Work which consists of the perform- 
ance of illegal acts is not employment 
within the meaning of the Unemployment 
Insurance Law. Employment within the 
meaning of the law requires a valid con- 
tract which, on the one hand, entails the 
obligation of rendering services in a mas- 
ter-servant relationship ard, on the other 
hand, the obligation to pay wages. One of 
the attributes of a valid contract is the 
enforceability of the mutual obligations. 
However, the payment of ‘wages’ for il- 
legal ‘employment’ could not be enforced 
in any Court of the country. There is 
language in decisions of the New York 
Court of Appeals which is even more defi- 
nite. In one decision (283 N.Y. 274), the 
Court referred to suc " illegal contracts as 
void and indicated that the relationship of 
employer and employee never existed.” 

“A differentiation must be made between 
services which involve the performance of 
illegal acts, and services which do not in- 
volve illegal acts although rendered for a 
principal who is engaged in an illegal en- 
terprise: The latter represent valid employ- 
ment contracts. The principle here discussed 
applies, therefore, only if the activities of 
the claimant represented a violation of law. 
He must have participated in the activities 
which constitute the violation of law. Con- 
sequently, a waiter who waited on tables 
at a restaurant operated by the employer 
would be entitled to benefits, even though 
the restaurant may be in proximity to the 
place where the employer operates a gam- 
bling establishment. Similarly, a check- 
room attendant or kitchen helper, who has 
nothing to do with the gambling activities, 
would be entitled to benefits.” 


* * * 


“There is also always the question 
whether a claimant who was engaged in 
such illegal activities and who is seeking 
employment in the same or related fields, 
is available for employment within the 
meaning of the law. A finding in this re- 
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spect will be of importance if the claimant 
had other employment in his base year 
which did not involve illegal activities and 
which is sufficient to qualify him for bene- 
fits. legal employment which the claimant 
is seeking must be disregarded in estab- 
lishing whether he meets the test of readi- 
ness and willingness to work.’ 

A Referee’s Decision of June 8, 
1950, (OSR-1100-50R), affirmed by 
the Appeal Board on November 15, 
1950 (Case No. 24,154-50, includes the 
following in support of holding the 
claimant unavailable: 

“The claimant’s entire efforts in securing 
employment were by application to persons 
engaged in an illegal enterprise. Although 
gambling may exist in a resort area, it is, 
nevertheless, unlawful to be so employed. 
The claimant sought work only in an un- 
lawful type of employment.” 

It would appear that an effect of the 
above ruling is to exempt from unem- 
ployment insurance tax contributions, 
the wages paid by employers engaged 
in illegal business. 


Entertainers and Musicians 

The New York State Unemployment 
Insurance Appeal Board has again 
ruled on the status of entertainers and 
musicians and the question as_ to 
whether or not performers who are 
principals in the shows presented in 
hotel dining rooms or in night clubs are 
to be considered employees or inde- 
pendent contractors. In both cases 
lengthy decisions were written by the 
Appeal Board. 

The case involving actors, Appeal 
Board *18,474-48, decided on April 27, 
1951, resulted from an additional as- 
sessment for unemployment insurance 
contributions levied against a restau- 
rant and night club located in New 
York City. The employer had not paid 
unemployment insurance contributions 
on remuneration paid to the solo vocal- 
ists and dancers who were the stars of 
the show. The performers were mem- 
bers of the American Guild of Variety 
Artists, a labor union, with which or- 
ganization the employer had a contract. 

The employer procured the services 
of the performers by calling upon an 
A.G.V.A. franchise booking agent. The 
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agent selected the performers filling the 
employer’s specifications from among 
the actors registered with him for em- 
ployment. If acceptable, the actor and 
the employer executed an A.G.V.A, 
standard form of engagement contract 
a copy of which had to be filed with the 
Union for approval. The term of each 
actor’s engagement was for one week 
with an option for renewal from week 
to week. There were numerous other 
provisions in the contract among which 
was the requirement that the actor be 
paid a stipulated weekly payment in full 
for his services during the preceding 
week. 

The Unemployment Insurance Ref- 
eree had held that the variety artists 
were not employees and that the em- 
ployer was not required to pay contri- 
butions on their remunerations. The 
Appeal Board reversed the Referee’s 
decision and upheld the Industrial 
Commissioner. In deciding for the em- 
ployer, the Referee had relied on the 
decision in Matter of Radio City Music 
Hall Corporation (262 A.D. 593). The 
court in that case had held that the 
variety actors were not employees but 
independent contractors. 

In the present case, the Appeal 
3oard stated that the Radio City \/usic 
Hall case was not controlling. They in- 
dicated that no A.G.V.A. contract had 
been executed in that case. The Appeal 
Board felt that the A.G.V.A. contract 
which described the relationship be- 
tween the establishment and the actor 
as that of employer and employee, was 
binding. Other provisions in the con- 
tract required the employer to protect 
the performers by providing work- 
men’s compensation and unemploy- 
ment insurance protection as well as 
the benefit of other welfare statutes 
enacted for the benefit of employees. 

The Appeal Board also pointed out 
that the employer had the right to 
supervise, direct, and control the serv- 
ices rendered by the actors engaged 
pursuant to the A.G.V.A. standard 
form of contract. To bolster further 
their disregard of the Radio City J/usic 
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Notes on the New 


Hall case, which involved the Unem- 
ployment Insurance Law, the Appeal 
Board cited the case of Matter of Ber- 
man v. Barone (275 A.D. 867) which 
held that a ballet dancer was consid- 
ered an employee of the purchaser of 
the entertainment for workmen’s com- 
pensation purposes. In the latter case, 
the written A.G.V.A. contract had been 
executed four days after the accident. 
The court found, however, that the 
writing was only a formal consumma- 
tion of previous negotiations which in- 
dicated that the performers were to be 
considered employees and not inde- 
pendent contractors. 

Another case cited by the Appeal 
Board in support of their decision to 
disregard the Radio City Music Hall 
case was Matter of Challis v. National 
Producing Co. Inc. (275 A. . Sir: 
leave to appeal denied, 300 N. Y. 760) 
in which a circus clown was he id to be 
an employee and not an independent 
contractor for workmen’s compensa- 
tion purposes. The clown furnished his 
own costumes, routine, and make-up 
and entered into a written agreement 
which provided that 

ss . it is distinctly understood and 
agreed by and between the parties hereto 
that in rendering the services herein con- 
tracted for, the artist is not an employee 
of the first party but is an independent 
contractor ... that the artist can have and 
will make no claim against the first party 

... either on the theory of negligence nor 

under the Workmen’s Compensation Laws 

of any State. as 

The New York State Unemploy- 
ment Insurance Appeal Board pointed 
out that the Appellate Division had 
disregarded the description of the 
clown as an independent contractor and 
that the Workmen’s Compensation 
Board had found as a fact that the 
clown was an employee and not an in- 
dependent contractor. There was some 
evidence indicating a degree of super- 
vision and control by the alleged em- 
ployer of the clown. 

Thus bolstered by the Appellate Di- 
vision’s decisions in the Matter of 
Berman Barone and the Matter of 
Challis v. The National Producing Co. 
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York State Unemployment Insurance Law 


Inc., both of which were handed down 
after the Radio City Music Hali case, 
the Appeal Board decided in the case 
at issue that 
“ . . the variety artists who performed 
as principals at the employer’s establish- 
ment in 1945 were his employees. Accord- 
ingly the employer is liable for contribu- 
tions based on their 1945 earnings. The 
determination and assessment of the Indus- 
trial Commissioner is sustained. .. .” 


The musicians’ decision was handed 
down February 23, 1951, in case 
#19 306-49. The Appeal Board denied 
a claim for refund and sustained the 
assessment of unemployment insurance 
contributions against the hotel corpora- 
tion in which the Union musicians per- 
formed. The issue in that case was 
whether or not the members of the or- 
chestras that played engagements at the 
hotel were employees of the hotel or 
employees of the various orchestra 
leaders who were alleged to be inde- 
pendent contractors. The Appeal Board 
in the present case was confronted with 
a U. S. Supreme Court decision, 
Bartels et al. v. Birmingham (332 U.S. 
126), involving operators of public 
dance halls who sued the Collector of 
Internal Revenue for refund of taxes 
paid under the Social Security Act 
titles 8 and 9, and under the Internal 
Revenue Code, chapter 9, sub-chapters 
a and c. The payments involved are 
commonly known as Social Security 
and Federal Unemployment Insurance 
taxes. 

The Appeal Board pointed out that 
the Supreme Court’s decision which 
ordered the Collector of Internal Reve- 
nue to refund the taxes paid by the 
petitioners, who operated dance halls in 
which the musicians performed, had no 
reference to the New York State Un- 
employment Insurance law as written 
by our Legislature and interpreted by 
our Court of Appeals. The Supreme 
Court in the Bartels case saw fit to 
disregard the language employed by 
the parties in entering into “form B” 
contracts with the Musicians Union. 
These contracts provided that the pur- 
chaser of music was deemed the em- 
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ployer of the musicians in the band. In 


the Matter of Roseland Amusement 
Co. (Corsi), (269 A.D. 713, affirmed 
295 N. Y. 913), both the Appellate 


Division and the New York Court of 
Appeals held that: the bands which 
played one-night dance hall engage- 
ments, were subject to the New York 
State Unemployment Insurance Law. 

The Appeal Board further pointed 
out that since the Bartels decision, the 
term “employee” under the Social 
Security Act Amendments of 1950 has 
been redefined. Title 1 of the Social 
Security Act, as amended, now pro- 
vides in Section 210 that ‘*. . . the term 
‘employee’ means any individual 
who, under the usual common law rules 
applicable in determining the employer- 
employee relationship, has the status of 
an employee. ...” The Appeal Board 
concluded that the Union musicians 
employed in the hotel are employees of 
the hotel and not of the orchestra lead- 
er. The appellants’ contention that the 
Supreme Court’s decision in the Bar- 
tels case, which was handed down sub- 
sequently to decisions of our Appellate 
Division and Court of Appeals in the 
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musicians’ case, was disregarded. The 
Appeal Board further stated that it is 
not for them to find that the U. S. 
Supreme Court in the Bartels case 
overruled the decision of the New York 
Court of Appeals. 

The net effect of both recent deci- 
sions involving entertainers and musi- 
cians is that where an A.G.V.A. Union 
contract is executed with the Variety 
Artists Union or where a “form B” 
contract is executed with the Musicians 
Union, both the entertainers and musi- 
cians are deemed the employees of the 
restaurant or night club, hotel or the- 
atre in which they perform and Unem- 
ployment Insurance contributions must 
be paid to New York State on the re- 
muneration paid to them. 

Under the Bartels decision, which in- 
volves Social Security and Federal 
Unemployment Insurance taxes, the 
musicians of name-band orchestras 
may be deemed the employees of the 
orchestra leader. Consequently, the or- 
chestra leader would be required to pay 
Social Security and Federal Unemploy- 
ment Insurance taxes on the remunera- 
tion paid to them. 
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| Office and Staff Management 


| A forum for the exchange of views and information on all 
| aspects of the administration of an accounting practice. 

















Conducted by Max Butock, C.P.A. 


O.P.S. Service to Clients 


Accountants who dealt with price 
control matters during the last war 


period were fortunately able to capital- 
ize on that experience when the present 
O.P.S. regulations were imposed. It 
enabled them to get into action prompt- 
ly at the first call for help from their 
clients. Prior experience notwithstand- 
ing, the problems of compliance are 
not easy, as testified to by veterans. 
For the benefit of accountants who 
have had none or little prior experience, 
a well-qualified subscriber has submit- 
ted a brief explanation of how his firm 
is serving its clients on O.P.S. matters. 


“Our experience during the last war con- 
vinced us of the wisdom and the need for 
keeping continually alerted to the changing 
and expanding governmental rules and regu- 
lations in respect to record-keeping and cost 
calculations. We found that clients expect 
us to supply the kind of assistance that ac- 
countants are equipped to render in order to 
help them along the paths of a government- 
controlled economy. 

“We have been keenly aware of the need 
for organizing a separate department to be 
administered by men specially trained for 
this work, but the unavailability of qu alified 
manpower has caused us to suffer serious 
delays in getting this department started in 
accordance with our plans. However, in 
order that we might be in a position to 
answer inquiries of our clients and to avoid 
the serious impasse that might result if we 
could not supply the guidance needed, we 
have detached some men from our auditing 
staff under the control of a supervisor, and 
have assigned to them the task of studying 
the regulations and abstracting therefrom 
the requisite accounting information. These 
men also receive the publications put out 
regularly by business research organizations 
to which we subscribe, as well as the bulletins 
issued by the various trade associations which 


include our clients among their member- 
ship. 

“We have advised our clients as to 
certain basic features of the price control 
1951 


law, such as the base period established and 
the various methods provided by the regu- 
lations for the determination of costs and 
maximum ceiling prices for goods or services 
delivered to customers during such period. 
Clients have also been advised that they are 
required to prepare and preserve records 
showing the basis for the computation of 
ceiling prices for all commodities and serv- 
ices not delivered or offered for delivery 
during the base period and that these compu- 
tations should be supported by costs, mark-up 
calculations and all other evidence necessary 
to establish the validity of the figures. 


“Auditors assigned to this work have re- 
viewed the pricing charts prepared by clients, 
and they have made test-checks of methods 
used and calculations made. 


“In addition to assisting our clients in the 
establishment of a ceiling price list, and in 
the determination of costs entering into the 
computations, we have advised them that 
all relevant records must be held for a pre- 
scribed period for examination by the Gov- 
ernment. 

“Important changes in basic requirements 
are at once communicated to clients who are 
affected thereby. An example is the issuance 
of Ceiling Price Regulation 22, which be- 
came effective May 28, 1951, and which per- 
tains to the filing of new ceiling prices. The 
importance of keeping abreast of changes 
or modifications made by the Office of Price 
Stabilization is evident when it is realized 
that the order under discussion will result 
in both increases and decreases in manufac- 
turing prices. We are now assisting clients 
in assembling the data needed for reports 
which were originally required to be filed 
by May 28, 1951 but with respect to which a 
general extention has been granted to July 2, 
1951. For the purpose of these reports we 
are helping the clients to set up base period 
labor and material costs, increases in such 
costs since Korea and new ceiling prices 


“Tt is important that clients be made aware 
of the forms that they are required to file 
and the due dates thereof in order to avoid 
the imposition of penalties. A check list 
of procedures to be followed in calculating 
costs, ceiling prices, etc. is very helpful in- 
deed. In this connection, the Government has 
issued some helpful guides concerning vari- 
ous ceiling price regulations, and vital mat- 
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ters contained therein have been brought to 
the attention of our clients. The Govern- 
ment has also made available to businesses 
generally what it calls a “fact sheet’’ in which 
it gives concisely such data as the effective 
date of an order, who is covered thereby, 
who is exempt from it, the purpose of the 
order, the principles behind it, and how to 
operate under it. By conveying the informa- 
tion contained in such orders to the attention 
of our clients they are kept currently posted 
on what is expected of them by the Govern- 
ment. 

“We hope our collaboration with the 
clients in the accounting phas ses of this work, 
such as the filing of pricing-charts, deter- 
mining ceiling prices, etc., will keep 
them from falling into the possible danger 
of non -compliance with its attendant penal- 
ties. 


costs, 


A. I. A. Test Experiences 

This department is desirous of hear- 
ing from principals, staff managers, 
and others who have engaged account- 
ing personnel based on the results of 
the American Institute of Accountants’ 
aptitude tests. Several expressions of 
considerable satisfaction have been re- 
ceived, but too few to reach conclusions. 
We would like to know the extent of 
reliance on the test, the resulting ex- 
perience, whether the test is manda- 
tory for all applicants regardless of 
background and category. and how 
those who are reluctant to take the test 
are dealt with. 


Overtime for Traveling 


The problem of compensation for 
travel time is a vexing one, particularly 
where overtime may be involved. 
Wage-Hour Division rulings have not 
been sufficiently definite to develop uni- 
formity of practice nor to clear up many 
prevailing doubts and misunderstand- 
ings. 

A recent opinion by the Wage-Hour 
Division, dated May 11, 1951, and re- 
ported by Research Institute of Amer- 
ica in its Labor Report, May 30, 1951, 
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covers the subject well and should clear 
up most of the uncertainties. 


Office and Staff Managers 
Luncheon Meeting Discussion 


The following matters were discus- 
sed at the monthly luncheon meeting of 
accountants’ office and staff managers, 
held on May 22, 1951: 

1. Affidavits on Federal income tax 
returns. The practice of the firms 
represented varied: 

a) Some signed all returns with- 
out amendment. 

Some signed without amend- 

ment only those returns pre- 

pared in conjunction with a 

certified audit. 

c) Some attached their own affi- 

davit to all returns. 

It was generally agreed, however, 

that the affidavit could be signed 

without change. 


b 


bo 


Retention of records. Representa- 

tives outlined their respective rec- 

ords retention policies. There was 

a wide variance. Discussed the use 

of the Business Archives Center for 

the storing of records. 

3. Firm policies as to permitting staff 
members to service their own per- 
sonal clients. Again, many differ- 
ing opinions. 

4. Use of automobiles by staff mem- 
bers to travel to out-of-town jobs 
and methods of compensation for 
auto travel expense. The expense 
allowances varied between $.06 and 
$.07 per mile and paying the equiv- 
alent of the train fare. 

5. Availability of personnel. Discus- 

sed the market for seniors, semi- 

seniors, juniors and typists. Every- 
one seemed to be looking for 
competent typists. 
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Conducted by Davin Zack, C.P.A. 


iol column is a clearing house for 
questions, problems and comments 
regarding Excess Profits Taxes. Items 
of general interest will be published 
herein and full credit will be given all 
contributors unless they request other- 
wise. All inquiries and contributions 
should be addressed to: 

Editor, The Excess Profits Tax Exchange 

The New York Certified Public 

Accountant 
677 Fifth Avenue 
New York 22, N. Y. 


A Call for Legislative Relief 


Nathan E. Jordan, C.P.A., points 
out an inequity which Congress should 
COPKeCt:: 

“On Thursday of last week I visited 
Washington, D. C. for the purpose of ob- 
taining a ruling to correct an inequity in 
the Excess Profits Tax Act of 1950. I con- 
ferred with the following individuals: 

Mr. Frank T. Eddingfield, Assistant 

Deputy Commissioner, Income Tax Unit, 

Mr. Vincent J. Heffernan, Head of 





Davip ZACK, C.P.A., is a mem- 
ber of our Society and of its Com- 
mittee on Federal Taxation. He is 
Chairman of the Committee on 
Municipal and Local Taxation. 

Mr. Zack is a member of the New 
York Bar, the Federal Bar, and the 
Tax Bar. He is a Lecturer on Taxa- 
tion at The City College (N. Y.) 
School of Business and Civie Ad- 
ministration, where he developed an 
intensive course on the New Excess 
Profits Tax Act. 

Mr. Zack has written on tax mat- 
ters for various publications. He is 
engaged in tax practice with a prom- 
inent New York firm of certified 
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the Division of Legislation and Regula- 
tions, and 

Mr. Colin F. Stam, Chief-of-Staff of 
the Joint Congressional Committee on 

Internal Revenue Taxation. 

“The results of these conferences should 
be of interest to you. 

“As you know, certain relief provisions 
are included in the Excess Profits Tax Act 
of 1950:—Section 435 (e)—the “growth 
formula” and Section 445—“new corpora- 
tions using the industry rate of return”. 
The “growth formula” is limited to two 
classes of corporations: (1) calendar year 
taxpayers who commenced business prior 
to their base period (January 1, 1946 
through December 31, 1949) and (2) fiscal 
year taxpayers who commenced business 
prior to their base period (the 48 months 
ended January 31, 1950, February 28, 1950 
and March 31, 1950). The inclusion of the 
latter group of corporations, as you are 
probably aware, was due entirely to the 
Department Store Lobby, since most de- 
partment stores close their fiscal years on 
January 31st. The inclusion of February 
28th and March 3lst fiscal years corpora- 
tions, in my opinion, was just window- 
dressing to becloud the true facts. How- 
ever, the foregoing is just informative, not 
pertinent. 

“Now, there exists a narrow class of 
corporations, organized between January 
2nd, 1946 and March 30th, 1946, who closed 
their books on calendar year basis, who, 
having all the prerequisites for the use of 
the “growth formula” and having, in the 
main, a far greater rate of return than 
allowed them under the “new corporation 
industry rate of return’, are nevertheless 
barred from the use of the “growth form- 
ula”, because they did not “commence 
business prior to the first day of their base 
period.” 

“These corporations, had they the fore- 
sight (?) to close their books for the short 
period to January 31st, February 28th or 
March 3lst, thus establishing such fiscal 
years, would have had the right to relief 
under the “growth formula.” Not having 
had said foresight (?), they are now being 
definitely penalized. 

“This, of course, was the inequity which 
I attempted to correct. The Treasury De- 
partment, (i.e. Messrs. Eddingfield and 
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Heffernan) agreed with me in principle, 
that the situation was inequitable, but 
maintained that because of the specific 
wording in the Act no procedural or inter- 
pretive ruling could be had; and the only 
relief | could seek would have to be legis- 
lative. 

“T then met with Mr. Stam who advised 
me that at the time of the passage of the 
1950 Act, one of the Senators suggested 
an amendment correcting this inequity, but 
that he was voted down. 

“Mr. Stam suggested that if I would like 
to see this inequity corrected that I write 
to his committee and get as many others to 
write as I could. 


“Inasmuch as I know that this particular 
problem exists not only in my firm but 
among my fellow practitioners, I would 
like to suggest that a notice be sent to all 
members, advising them of the situation 
and requesting those interested to write to: 

Mr. Colin F. Stam, Chief-of-Staff, 

Joint Committee on Internal Revenue 

Taxation, 
New House Office Building, 
Washington, D. C.” 


Growth Formula 


A reader has submitted the follow- 
ing questions regarding the “growth 
formula” which should prove of 
interest. 


“In your opinion, would a corporation 
on a March 3lst fiscal year basis that was 
incorporated on April 1, 1946, qualify un- 
der the Sect. 435 (e) growth formula. 

“Would you please express some opinion 
as to the meaning of the term ‘commenced 
business.’ Would mere incorporation and 
the preliminaries necessary thereto suffice, 
or would it be necessary to prove sales 
and/or purchases, etc. 

“Assume a corporation with a base period 
April 1, 1946 to March 31, 1950. In your 
opinion, in order to qualify under the Sect. 
435 (e) (1) (B) (i), (ii) and (iii) tests 
would it be necessary to move all the other 
dates mentioned ahead three months. For 
example, would it be necessary to infer in 
Sect. 435 (e) (1) (B) (4) the following 
language :—the taxpayer’s net sales for 
the period beginning April 1, 1950, and end- 
ing Sept. 30, 1950, when multiplied by 2 
equals or exceeds 150 per centum of its 
average net sales for the period April 1, 
1946 to March 31, 1948. 

“In the light of the discussion in the par- 
agraph above would it, therefore, be proper 
to substitute in Sect. 435 (e) (2) (E) the 
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period October 1, 1949 to September 30, 
1950.” 


Section 435 (e) (1) of the Internal 
Revenue Code specifically restricts the 
alternative average base period net in- 
come based on growth to those tax- 
payers which “commenced business 
before the beginning of its base period” 
and who otherwise qualify. Therefore, 
a corporation that was incorporated on 
April 1, .1946 and used a fiscal year 
ended March 31st would normally not 
qualify under the “growth formula” as 
the beginning of its base period would 
be April 1, 1946. However, as the 
question indicates, the statute is con- 
cerned with the ‘commencement. of 
business” rather than mere formal in- 
corporation. The Regulations define 
the words “commenced business” in 
connection with new corporations 
under Section 445 as follows (Reg. 
130, Sec. 40.445-1 (a) (2)): 

“The words ‘commenced business’ do not 
have the same meaning as ‘in existence’. 
Ordinarily, a corporation commences busi- 
ness when it starts the business operations 
for which it was organized; a corporation 
comes into existence on the date of its in- 
corporation. Mere organizational activi- 
ties, such as incorporation or the issuance 
of capital stock, are not alone sufficient to 
show commencement of business. If the 
activities of the corporation have advanced 
to the extent necessary to establish the 
nature of its business operations, it will 
be deemed to have commenced business. 
For example, the acquisition of operating 
assets which are necessary to the type of 
business contemplated may constitute the 
commencement of business. ‘s 











































































This discussion of “commencement 
of business” relative to new corpora- 
tions should apply with equal force and 
effect to the same term in connection 
with the “growth formula”. It would, 
therefore, appear that your corporation 
may nevertheless qualify under Sec. 
435 (e) (1) if it de facto “commenced 
business” prior to April 1, 1946 when 
the taxpayer was incorporated. 

The ree under Section 435 
(e) (1) (B) (i), (ii), and (i) must 
conform the specific dates men- 
tioned in the section regardless o! the 
taxpayer’s fiscal year. It would be 
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neither necessary nor permissible to 
push any dates ahead under any of the 
provisions of Section 435 (e) (1) or 
2). The Regulations (Reg. 130, Sec. 
40.435-47) also provide that: 


“In order to determine qualification un- 
der this subsection, a taxpayer must com- 
pute its net sales for each particular period 
specified. It may not, for example, deter- 
mine its net sales for a particular specified 
period by allocating to such period a pro 
rata portion of net sales for its taxable 
year which includes such period.” 


Exempt Corporations 


The following questions should 
prove of interest to practitioners who 
number “Western Hemisphere” corpo- 
rations among their clients. 


“This corporation is engaged exclusive- 
ly in buying merchandise from a foreign 
country and selling it to another foreign 
country, shipment being made directly 
without passing through the United States. 
In most cases, the taxpayer acts as prin- 
cipal, buying and selling i in its Own name. 
However, in some instances the corpora- 
tion cannot disclose its identity to either 
or both of the parties and, consequently, 
acts through a third party and receives a 
‘commission’ for its services. This ‘com- 
mission’ consists of the profit it would 
have made on the deal, had it acted as 
principal, less the share of the profit it 
pays to the third party for its services. 


The client also engages in a joint ven- 
ture with another in transactions involv- 
ing similar purchases and sales from 
sources without the United States. 

There are three questions raised by the 
above statements. Firstly, if the “‘commis- 
sions’ amount to more than 5% of the 
gross income, could the corporation still 
be exempt from excess profits tax? Sec- 
ondly, assume the above joint venture files 
a partnership income tax return on Form 


1065 and my client reports its share of 
the net income as ‘Income from Partner- 
ships’ on its own excess profits tax return 
and, further, that this share of profit is 
more than 5% of its gross income. Would 
this cause the corporation to cease being 
exempt from excess profits tax? Thirdly, 
assume that this joint venture does not 
file a Form 1065, but each participant in- 
cludes its share of the purchases and sales 
in its own purchases and sales. Would 
such purchases and sales still be construed 
as being in foreign commerce?” 


Section 454 (f) of the Internal Rev- 
enue Code exempts from excess profits 
tax those domestic corporations which 
meet two tests: (a) 95% or more of 
the corporation’s gross income for the 
preceding three years of its existence 
must be derived from sources other 
than sources within the United States 
and (b) 50% or more of the corpora- 
tion’s gross income for such period must 
be derived from the active conduct of 
a trade or business. Regulations 130, 
Sec. 40.454-1 (c) specifically provides 
that the gross income from sources 
within the United States shall be de- 
termined as provided in Section 119 
and the regulations prescribed there- 
under. Since your question indicates 
that your taxpayer is engaged exclu- 
sively in buying and selling merchan- 
dise outside the United States, the 
artificial designation of a portion of the 
profits as “commissions” should have 
no effect on the corporations’ qualifica- 
tion for exemption from excess profits 
taxes under Section 454 (f). The sub- 
stance of the transaction, rather than its 
form should prevail. The same answer 
applies to the second and third ques- 
tions. 


Nore: Any answers to questions contained herein represent the opinions of the author and 


are not promulgations by the Society. 
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To the [Editor of The New York 

Certified Public Accountant: 

After 14 years of experience with 
the federal Social Security Act, the 
government finally expanded it to in- 
clude many categories of workers who 
had theretofore been excluded, and also 
made provisions for self-employed per- 
sons to receive federal old-age benefits. 
However, the new act excluded the 
professions from the category of self- 
employed persons. Now, three bills 
(introduced by Representatives Cou- 
dert, Reed and Keogh) are pending to 
provide Social Security coverage for 
self-employed professional _ persons. 
This could be in the form of pension 
funds to be accumulated from their 
earnings by annual contributions, such 
contributions to be exempt from fed- 
eral taxation of income until withdraw- 
als are made from the fund in the form 
of pension income. The intent of these 
bills, as stated by their proponents, is 
to place self-employed professional 
persons on a level with corporation 
executives for whom contributions to 
pension funds made by the corpora- 
tions are exempt from taxation. 

Curiously enough, in New York 
State and other states, professions may 
not be conducted under corporate 
names. Why then self-employed pro- 
fessional persons should be placed on 
a level with corporation executives 
rather than with self-employed busi- 
nessmen appears, to say the least, to be 
inconsequential. 

The expanded social security act 
covering self-employed businessmen 
provides federal old-age benefit not 
only for persons who have an extended 
work-expectancy of say 10 or 15 years, 
who could set aside contributions to a 
pension fund, but it also covers busi- 
nessmen of advanced age who have but 
a very short period of work-expect- 
ancy, not more than even 18 months, 
for continued business activity. Such 
persons are entitled, at age 65 or over, 
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to retire with a benefit for life of $80 
per month, if single, and $120 per 
month, if living with a spouse 65 years 
old or over. 

The entire contribution of such a 
self-employed person to secure the fore- 
going benefit could be not more than 
2% % of $5400 or $121.50, with 214% 
on $3600 for the first full year, and 
21%4% on $1800 for the following 6 
months. 

Why should not the same rights be 
extended to professional persons on a 
voluntary basis? Those who are young 
enough might prefer to accumulate a 
pension fund. There may also be those 
who do not care to come under it in 
any guise. But certainly it should be 
extended to superannuated persons 
whose work-expectancy would no long- 
er permit them to accumulate a pension 
fund that would give them any annuity 
worthy of consideration. They should 
be accorded the same rights as are now 
provided for self-employed business- 
men. 

There are many accountants, law- 
yers, physicians and practitioners of 
other professions who have not been 
able to accumulate any sizeable fund 
for decent maintenance during their 
remaining life-expectancy. They should 
not be made the subject of discrimina- 
tion and injustice as against persons 
who are not in the professional groups. 
If the relatively small numbers of 
prosperous members of professions, 
who would find it advantageous to 
build up a pension fund and thereby 
minimize their income taxes during 
their remaining career, desire such leg- 
islation, it should not be promoted to 
the injury and disadvantage of the 
large number of aged professional per- 
sons who do need social security at 
least as much as self-employed business- 
men. 

Very truly yours, 


Louts Roti 
New York, N. Y. 


July 
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(Continued 


ie., Revenue (which includes the General 
Fund), Working Capital, Utility, Special 
\ssessment, Trust and Agency, Bond and 
Sinking Funds. The accounting and report- 
ing for each type of fund is fully explained 
and illustrated in Chapters V, XI, XIII, 
XIV, XV, XVI and XVII respectively. 

Chapter VI describes the method of clas- 
sifying revenues by funds and sources, the 
procedure for recording them in the accounts, 
and the manner in which controls are estab- 
lished to assure collection. The distinction 
between revenue receipts and non-revenue 
receipts is brought out in Chapter VII, and 
the procedure for recording and accounting 
for all cash receipts is also discussed. 

In governmental accounting, the word 
“expenditures” is used to include all those 
charges that result in the reduction of the 
net resources of an expendable fund. They 
include both expense and capital outlay, and 
also provision for the payment of long-term 
obligations. (The accounting for expenditures 
should be on the accrual basis. Chapter VIII 
contains a full discussion of the meaning of 
expenditures, appropriations and encum- 
brances, and describes in detail the procedures 
to be used in accounting for encumbrances, 
the recording of expenditures and the opera- 
tion of the appropriation ledger. 

Chapter IX describes the functions of the 
Treasury dealing with the receipt and dis- 
bursement of money. It outlines the accounts 
to be kept and explains the relationship be- 
tween them and those kept in the general 
accounting office. Chapter X gives a sum- 
mary of the more common transactions of 
revenue funds and shows their application by 
the use of T accounts as well as the entries 
uecessary to close the accounts at the end of 
the fiscal period. The operations of revenue 
funds are summarized in a statement of 
revenues, expenditures and surplus which is 
illustrated and explained in this chapter. 

The methods used in determining the cost 
ot each item of service furnished by service 
departments (repair departments, printing 
departments, etc.), and the recording of the 
transactions in the accounts of the depart- 
ment and in those kept in the general account- 
ing office are described in Chapter XIII. 

Chapter XVIII points out the necessity for 
recording fixed assets and funded debt in 
the accounts and discusses procedures which 
may be employed for this purpose. The cur- 
rent valuation of fixed assets owned by a 
government is a matter of little or no signifi- 
cance. The principal purpose served in in- 
cluding them in the accounts is to establish 
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from page 455) 


a control over the detailed records of per- 
manent property which should be maintained 
in order to establish accountability. 

The importance of properly designed finan- 
cial reports for use in reporting the results 
of the stewardship of government adminis- 
trators is covered in Chapter XIX. 

The desirability of having the accounts 
audited periodically by independent account- 
ants and certain of the processes to be em- 
ployed are discussed in Chapter XX. Such 
audits may be made either by a superior gov- 
ernment, another division of the same gov- 
ernment body, or by independent public ac- 
countants. The practice often followed in 
selecting independent public accountants on a 
closed competitive bid basis should, in the 
opinion of the authors, be avoided. They sug- 
gest that certified public accountants, with 
experience and knowledge of governmental 
accounting procedures, should be preferred in 
making this selection. Also that estimates of 
cost be obtained from two or three of those 
considered competent and the work awarded 
after weighing both the qualifications and fee. 
It is the opinion of this reviewer, however, 
that this method of selecting independent 
public accountants omits one important step. 
The estimates of cost thus obtained cannot be 
properly evaluated unless the bases for such 
estimates, as to scope and amount of work 
to be done, are known. To this end, the 
parties should either be required to submit a 
comprehensive outline of the examination 
they propose to make or be supplied with 
audit specifications by the government unit. 

To sum up, this book is a clear and con- 
cise treatise on the principles of govern- 
mental accounting and their application, de- 
signed to furnish the uninitiated with an ade- 
quate working knowledge of the subject. The 
transactions and accounts used for purposes 
of illustration, together with the resulting 
financial statements, are advanced in succes- 
sive stages throughout the book. ‘The work- 
ing problems, included as an aid to students, 
are representative and, where possible, are 
referenced to the chapters related to the sub- 
ject matter. The differences, and the rea- 
sons therefor, between accounting for gov- 
ernmental bodies and for private enterprises 
are carefully explained. To those practition- 
ers who have shied away from the subject 
of governmental accounting in the past as 
though it were something mysterious, a read- 
ing of this book should help to dispel such 
ideas. 

ERNEST W. CARR 
New York, N. Y. 
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